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PREFACE 


A knowledge of the subject matter of Volume I is a 
prerequisite to the profitable study of the present work. 
Therefore, it may be well to review briefly the contents of 
the latter as an introduction to this book. In Volume I 
the attempt was made to formulate and illustrate the basic 
principles upon which the practice of accounting is founded. 
The principles of debit and credit were developed and their 
application explained—-as related ultimately to the balance 
sheet and statement of profit and loss. The chief books 
of original entry (the voucher register excepted) and the 
various ledgers were described and illustrated. Columnar 
books, controlling accounts, methods and devices for pre- 
venting and detecting errors, methods for the proper hand- 
ling of purchases, sales, cash, and trade discounts, and 
some phases of proportion and interest were discussed in 
detail. 

Some special applications of accounting. principles, as 
viewed in relation to the accounting problems involved 
therein, were also explained and illustrated under such 
heads as: notes receivable discounted and dishonored; 
consignments and approval sales; single and joint venture 
accounts; accounts current, their reconciliation and ad- 
justment; instalment sales; sales for future delivery; single 
entry, its methods and the results attainable under it; etc. 

From the standpoint of business organization, the ac- 
counting problems peculiar to the single proprietorship and 
the partnership were given full treatment. The advantages 
and disadvantages of the various types of organization, the 


tights and duties of owners among themselves and to out- 
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siders, the accounting procedure necessary under different 
conditions for changing from one form of organization to 
another, and other like items were set forth. Underlying the 
entire treatment of the subject was the guiding principle 
that accounting is never an end in itself, that its right to 
existence depends solely on the service it can render from 
the standpoint of administrative and financial management. 

In content, the present volume is primarily a study of 
the corporation, its accounting and financial problems, 
although most of the material, in so far as it consists of a 
statement of general principles, is equally applicable to 
other types of organization. The emphasis of the volume 
is laid upon the problem of valuation as met in the commercial 
balance sheet. Chapters IV to XXVII inclusive comprise 
this portion of the subject matter. The other chapters 
treat miscellaneous matters, a knowledge of which is essen- 
tial to the student of accounting. These latter form parts 
of the work of the second year as mapped out in the author’s 
scheme of instruction, whereby the whole field of account- 
ing is covered by a well-graded three-year course of study. 
In this scheme cost accounting should be studied concur- 
rently and as a parallel course with the work of this second 
volume. Only a bare outline of some of the problems and 
methods of cost accounting is presented in this volume. 

As to the division of the text and its use in the general 
scheme, it is suggested that the first twenty-seven chapters 
should comprise the text material for the first semester, 
leaving the remainder for the second semester in which 
the chief emphasis should be placed on the solution of 
problems rather than on the formal classroom lecture. 
Hence the text material is lessened for this semester’s 
work, and the student’s main effort is directed towards 
the application to the problems of business of the principles 
already established. 


Instead of following the plan of the first volume in 
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placing the practice work for the student at the end of 
each chapter of text, this material is presented separately 
in three appendices, It is believed that this will be found 
a more convenient arrangement. 

The author desires to emphasize the need of ample 
practice work and at the same time to take a stand against 
the method of teaching accounting exclusively by the so- 
called laboratory or case method. A happy combination 
of text containing a statement of principles and showing 
methods of application, together with practice material 
intelligently made up so as to require a knowledge of prin- 
ciples before solution, is the desideratum in any course 
of instruction. Principles, theory, without application are 
barren and soon slip away, even if seemingly understood 
at the time. Practice without a thorough grounding in 
fundamental theory can never be sure of itself. An equi- 
table division of the student’s time between theory and 
practice portions should be aimed at. In the present 
volume, while the time required for the practice assignments 
may at times seem heavy, an attempt has been made to 
keep it to the minimum deemed essential for adequate 
training either for general or professional use. It cannot 
be too emphatically stated that accounting as a profession 
ranks as to subject matter and the need for its services with 
the other professions. If it is to enjoy equal honor, dignity, 
and professional standing, teachers and practitioners must 
condemn without qualification the idea prevalent among 
many that a few months’ training suffices to turn out a 
finished prodact. Too often has such a course given point 
to the witticism that an accountant is a bookkeeper without 
a job. As stated in the preface of Volume I, a course of 
at least three years’ professional study is now quite generally 
recognized as essential. Accounting is so broad in its 
many ramifications that less than that gives inadequate 
training. 
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The reception accorded the first volume and the report 
of results achieved in the classroom through its use leads 
the author to hope that this second volume may have a 
courteous hearing and trial. Criticisms and suggestions 
will be much appreciated. The author hopes to be able to 
offer in the not too remote future the third and concluding 
volume in this series on general accounting. 

The author is indebted for much assistance and counsel. 
Acknowledgment is due Miss Nina Miller of the Columbia 
staff and Eric Bodine for help in gathering and preparing 
much of the material for Chapters XXVIII to XXXII; 
to H. A. Inghram of the University of Georgia, for prepara- 
tion of a large part of Appendix D; to Leo Greendlinger 
and David E. Boyce for the use of problems prepared by 
them; and to his good friend, Joseph Gill, for help in reading 
the proof. ToS. B. Koopman and James F. Hughes of the 
Columbia staff in second year accounting, the author is 
under special obligation for many suggestions. Mr. Koop- 
man has furnished most of the problems for Appendix B, 
and has collected those for Appendix C. 

As with Volume I, so in shaping the content of the 
present volume the author has had the good counsel and 
ever ready help of his chief, Robert H. Montgomery, and 
desires again to offer goodly acknowledgment, for his debt 
is large. 

R. B. Kester. 


Columbia University, 
New York City, August 5, 1918. 
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Accounting—Theory and Practice 


CHAPTER I 
THE CORPORATION 


The Corporation 

In Volume I, Chapters XLVIII and XLIX, the funda- 
mental characteristics of the corporation were explained and 
discussed briefly and some of its peculiar accounting features 
were set forth. Here these matters will be gone into more 
fully and additional aspects of this type of organization will 
be treated. In Volume I were explained the advantages and 
disadvantages of the corporate form, the procedure incident 
to the formation of a corporation, its charter, officers, work- 
ing organization and management, the records peculiar to a 
corporation, the showing of proprietorship, opening the cor- 
poration’s books, booking premium and discount on stock, 
change from partnership to corporation, the distribution 
of profits, dividends, etc. Only so much of the information 
already presented will now be repeated as may be necessary 
to make the treatment here complete. 


Classification and Definitions 
As instruments for the transaction of business, corpora- 
tions may be classified in a number of ways. First, all cor- 
porations are either public or private. Public corporations 
are the governmental organizations set up to transact the 
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collective business of a city, a county, a township, or school 
district. 

Private corporations are divided into two subclasses, 
stock and non-stock. Under stock corporations are included 
all those organized to carry on business for a profit. Under 
non-stock corporations are included all those organized to 
carry on non-profit-making enterprises, such as libraries, 
hospitals, religious organizations, eleemosynary undertak- 
ings, etc. 

Under the head of stock corporations we may have the 
following subclasses: (a) industrial or manufacturing, (b) 
commercial or trading, (c) public utility or quasi-public, and 
(d) financial, i.e., banks, trust companies, insurance com- 
panies, etc. 

From the standpoint of the sovereignty to which alle- 
giance is due, corporations are either domestic or foreign. A 
corporation is domestic in the state in which it is organized; 
foreign in any other state or country. ‘Thus corporations 
chartered in New York are domestic in New York and foreign 
in New Jersey and Canada. A foreign corporation may be at 
a distinct disadvantage with a domestic corporation. To 
obviate this, one occasionally sees a separate incorporation 
in every state in which a concern intends to do business. 
Very infrequently is a domestic corporation subject to more 
stringent supervision and regulation than a foreign. 

From the standpoint of the fact of incorporation, corpora- 
tions may be classed as (1) de jure and (2) de facto, the 
former comprising those which have met fully all legal re- 
quirements for incorporation, the latter comprising those 
which have not met fully all legal requirements but are to 
all intents and purposes corporations in fact. 


Method of Ownership 


Business corporations are sometimes spoken of as “‘open”’ 
or “‘close.”” An open corporation is one in which ownership 
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vf the stock is not held closely but is being passed apout, 
traded in, or transferred from one owner toa new. A close 
corporation is one in which the stock is held very closely in 
order to retain control and keep profits and trade secrets 
within a small compass of ownership. ‘Thus some corpora- 
tions are strictly family affairs; others are held by a few 
families or a small group. 

What is known asa corporation “‘sole,’’ while little known 
now, virtually exists in some close corporations, as where one 
man holds all but two shares of stock. The incorporation of 
a single individual is not legally possible in this country. 

The corporation, because of its peculiar advantages over 
other forms of business organization, has become the ac- 
cepted form for most large enterprises. The gathering 
together of large capital funds, the ease and efficiency of 
management and control, continuous life, the facility of 
transfer of ownership, and the limited liability of the stock- 
holders, make the corporate form attractive to the invester 
and absolutely necessary to the large businesses carried on 
today. In some states encouragement is given the small 
business to incorporate; in the State of New York, for ex- 
ample, the minimum limit of capitalization is only $500. In 
a few other states the old-time fear of the corporate form is 
still expressed in their general corporation laws in which 
the minimum limit for corporate capitalization is set as high 
as $10,000. 


Working Organization 

The peculiar features of the stock corporation are the 
method of ownership and working organization. ‘This latter 
is effected through a board of directors who are responsible 
directly to the owners at periodic intervals. Within the 
board are its officers and committees to whom duties are 
assigned by by-laws, custom, common consent or action of 
the board. Under these official heads are the rank and file 
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of the organization—department heads, clerks, employees, 
etc. It isnot necessary to treat here this phase of the organ: 
ization further. 


Different Classes of Stock 

The collective capital of a corporation is divided into 
shares of equal value. Ownership of a share or shares in a cor- 
poration is evidenced by formal certificates of stock. Each 
share carries with it the same privileges, powers, and duties of 
ownership as every other share of the same class. It repre- 
sents a pro rata share of the total interest of its class. There 
may be several different kinds or classes of ownership within 
the corporation, these classes will have different privileges, 
and there may be other points of differentiation. ‘Thereason 
for setting up these different classes is almost always to 
secure additional capital from outside sources by making the 
investment as attractive as possible. Upona reorganization, 
an adjustment of the various interests concerned may re- 
quire a grading of ownership, a differentiation by classes in 
order equitably to satisfy the claims of all interested parties. 
These various classes of stock ownership will be discussed 
under the following heads: 

I. Common 


2. : Preferred 

3. Guaranteed 
4. Founders’ 
5. Debenture 


Common Stock 


Common or ordinary stock is that which is evidence of 
ordinary ownership in the corporation. The share of owner- 
ship of the original organizers of the corporation is usually 
in the common stock. The common stockholder is a sort of 
remainderman, a residuary legatee. Upon dissolution, after 
the special claims and privileges of the other classes of owners 
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have been satisfied, the common stockholders come in for 
their share. After the satisfaction of the claims of pre- 
ferred owners, the common stockholders have a right to all 
that is left, their rights being simply residuary. They are 
subsequent to those of the other classes and to that extent 
inferior to them, though they may be more valuable. 


Preferred Stock 


Preferred stock has some kind of preference over the com- 
mon. Such stocks differ among themselves, there being no 
standardized features applicable in every way to all kinds of 
preferred stocks. The basic purpose of the various prefer- 
ences is to make the stock attractive from an investment 
standpoint. Common to all preferred stocks, however, is a 
preference as to dividends. Whenever profits have been 
made and have been set aside for dividend purposes, the pre- 
ferred stockholders receive their dividends ahead of the 
common stockholders. If only sufficient profits are avail- 
able to meet the requirements of the preferred stockholders 
and are appropriated for that purpose, the common owners 
receive nothing. Stock may be preferred as to assets as well 
as to profits. By this is meant that in case of dissolution the 
net assets remaining after payment of all outside claims are 
applied first to satisfy the interests of the owners of preferred 
stock and any remainder then goes to the common stock- 
holders. 

Cumulative and Non-Cumulative. Preferred stock carries 
with it a definitely stated minimum rate of dividend. The 
preferred claim to the profits may be cumulative or non- 
cumulative. In the one case, if profits are insufficient at 
any time to meet the preferred dividend requirements or are 
not appropriated for that purpose, the claims of the preferred 
owners accumulate from period to period until satisfied in full. 
This satisfaction must take place before the ordinary owners 
can have any share in the profits. The rate of accumulation 
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is the specified minimum and usually interest on unpaid 
dividends is allowed when the company finally settles these 
preferred claims. Of course, since dividends can be declared 
only out of profits, no claim for preferred dividends or any 
other kind can exist unless sufficient profits have been made. 
Non-cumulative stock is stock on which the dividend claim 
does not, if unsatisfied at any time, accumulate from period 
to period. Preferred stock is cumulative unless otherwise 
specified. 

Dividends on cumulative stock do not have to be paid 
just because sufficient profits have been made. Declaration 
of dividends rests entirely with the board of directors who 
may see fit to appropriate profits to other purposes. A 
holder of non-cumulative stock may be very unjustly dis- 
criminated against in favor of the common stockholder by 
the withholding of all profits for a number of periods until 
a large amount has been accumulated. This is then dis- 
bursed as a dividend to the common owners after the de- 
duction of as much as may be necessary to satisfy the 
preferred owner for the current period. On this account a 
non-cumulative stock is not attractive to investors. 

Participating and Non-Participating. Preferred stock 
may be participating or non-participating. It is said to be 
participating when the terms under which it is issued provide 
that it shall share in any dividend in excess of its own spec- 
ified minimum. Thus, if it is 6% preferred, after the pre- 
ferred receives its 6% the common stock receives a like 
dividend, and then the preferred and common may share 
alike or in any agreed ratio in any further dividends declared 
in that year. Both participating and non-participating 
stock is either cumulative or non-cumulative. Preferred 
stock is non-participating when it is limited to the rate of 
dividend specified in the terms of its issue. 

Redeemable and Convertible. Other features met in some 
preferred stocks are redeemability and convertibility. Pre- 
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ferred stock may be issued under a contract to redeem it, 
after a certain length of time, at a named figure—frequently 
par plus one year’s dividend. Redemption may be either 
at the option of the holder or the company. Redemption 
may be serial, i.e., a certain amount called at stated inter- 
vals for redemption. Preferred stock is convertible when 
under the contract in the terms of its issue it may be con- 
verted into some other form of ownership or obligation. ' 
Thus, provision may be made that after a certain time has 
elapsed, preferred shares may be converted into common 
according to specified rates of conversion; or conversion into 
bonds of the company is sometimes provided for. Many 
nice adjustments may become necessary from an accounting 
viewpoint, when redemption or conversion take place at any 
ratio other than book values. 


Guaranteed Stock 
Stock which is issued under a guarantee to pay a specified 
dividend is said to be guaranteed stock. Inasmuch as divi- 
dends can be declared only out of profits, a company cannot 
guarantee its own stock—-or rather a guarantee on the com- 
pany’s‘own issue must always be dependent or contingent 
upon the earning of profits sufficient for that purpose. Stock 
issued by one company and guaranteed by another may with 
strict propriety be called guaranteed stock. Thus, a large 
company may enter into a contract of lease with a smaller 
concern whereby the compensation shall be, let us say, an 
8% dividend guaranteed to all holders of the stock of the 
smaller concern. Such a guarantee is not contingent but 
becomes a lien or claim on the guarantor company, regardless 
of the amount of its earnings. 


Founders’ Stock 
In England there is issued what is known as ‘‘founders’”’ 
stock, a stock preferred as to its share of dividends. Thus, a 
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comparatively small portion of the common stock authorized 
might be set aside as founders’ or promoters’ shares with the 
stipulation that these founders’ shares shall receive a divi- 
dend out of proportion to the ratio which they bear to the 
total common stock. The provision might be that these 
shares shall receive one-half or one-third—or any other speci- 
fied share—more dividends than shall be given to the com- 
mon owners. Instead of being preferred stock with specified 
dividend rate, it is preferred over the rest of the shares of 
the group from which it was originally set aside but its share 
of dividends is dependent upon the dividends given. the rest 
of the shares. The par value of the founders’ shares might 
represent only one-twentieth of the value of the rest of the 
group, while their share of the dividends would be, say, one- 
fourth as much as that of the other shares. This preference 
as to amount of dividends may give founders’ shares a much 
higher market value than the other shares. Provision is 
sometimes made for their redemption, as usually there is 
such a marked difference between their amount ratio and 
their dividend ratio as compared with the other shares, that 
dissatisfaction among the owners results. Outstanding 
founders’ shares may then interfere seriously with the mar- 
ketability of the other shares. 


Debenture Stock 


The term debenture stock is applied to a class of liabilities 
rather than to proprietorship items. In England debentures 
of various kinds are frequently used. A recent book* thus 
describes them: “In Great Britain the term ‘debenture 
stock’ is used to designate an unsecured loan issued in irregu- 
lar amounts. If the amounts were fixed and equal, the issue 
would be called ‘debenture bonds’ or simply ‘debentures.’ 
Debenture stock is a debt of the corporation and does not 
resemble stock as used in this country.”” Debenture stock 


* “Business Finance ’’ by Lough. 
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has not proven popular in this country, although used to 
some extent in Canada. The Public Service Commission 
of the State of New York defines debenture stocks as “‘ those 
issued under contract to pay absolutely thereon at specified 
intervals a specified return.’’ These stocks, while usually of 
limited life like bonds, are sometimes ‘‘perpetual and give 
the holders no right to demand the repayment of their capital, 
and the company no right to repay it.’’** When issued as 
perpetual, they somewhat resemble capital stock, as the term 
stock is used in this country. Because of the fixed and abso- 
lute charge for interest—or dividends as it is sometimes called 
—which these stocks carry, they are much more of the nature 
of bonds than of a stock indicating proprietorship. Deben- 
ture stocks are therefore to be classed as liabilities, 


Stock of No Par Value 


A characteristic of most stock is that it bears a specified 
par value which must be uniform for all the shares within a 
class. The par value of the different classes may differ, how- 
ever. In most states no regulation is made of the amount of 
par value. A par value of $100 is customary for industrial 
and commercial concerns, and of $1 for mining companies. 
Between those limits, and even beyond them, one finds stocks 
of almost any par value. 

In the State of New York the issuance of stock of no par 
value is allowed. Both preferred and common classes may 
be issued without par value, but if the preferred shares have 
preference as to assets, the certificates for preferred shares 
shall state ‘‘the amount which the holders of each of such 
preferred shares shall be entitled to receive on account of 
principal from the surplus assets of the corporation in pref- 
erence to the holders of other shares.’’ With this exception, 
none of the certificates may express any nominal or par value 
and this statement of the amount of preference is regarded as 


* “Stocks and Shares” by Hartley Withers, 
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an expression of par value for this purpose. Each share is 
equal to every other share within its class. 

Every certificate of such stock must bear plainly on its — 
face the number of shares which it represents and the num- 
ber of shares the corporation is authorized to issue. Regard- 
less of the price paid for a share of such stock, all shares 
issued by the corporation shall be ‘‘deemed fully paid and 
non-assessable and the holder of such shares shall not be 
liable to the corporation or its creditors in respect thereof.”’ 

To the heediless a named value on a certificate of stock is 
sometimes misleading as to the real value of the stock. The 
no-par-value stock overcomes this in that a prospective pur- 
chaser is at once put on his guard to find out the worth of 
the stock. Another advantageous feature is that the ques- 
tionable practices sometimes indulged in of booking stocks 
sold at a discount have no place here because the stocks, 
having no par value, cannot be sold at a discount and: the 
record of their sale will carry therefore the price at which they 
were sold. Some points in connection with booking this 
stock will be discussed later. , 


Watered Stock 


So-called watered stock is stock which has a higher nomi- 
nal value than the true value of the properties for which it 
has been issued. Thus, if $1,000,000 worth—par value— 
of stock is issued for the purchase of propeity which has a 
marketable value of only $750,000, the stock is said to be 
watered to the extent of $250,000. The bookkeeping equa- 
tion requires that an equality be shown between the prop- 
erties purchased and the par value of the stock, and this is 
usually done by inflating the value of the properties when 
they are brought onto the books. 


Treasury Stock 


Treasury stock, when the term is used properly, is stock 
which has been once issued as fully paid and which through 
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purchase or gift comes back into possession of the issuing 
company. Stock which has never been issued should not 
be called treasury stock. The distinction between the two 
lies in the liability (or freedom from it) to further contribu- 
tion, in case of need to meet the claims of creditors, on the 
part of stockholders who have bought their shares at less 

than par value. 

In some states the sale of stock at less than par is forbid- 
den. In those states where the practice is allowed, the pur- 
chaser of a previously unissued share at less than par is liable 
to the creditors (if the assets are- insufficient to satisfy their 
claims) for a further contribution equal to the difference be- 
tween par value and the price paid for the stock. If, though 
he pays less than par, the stock is issued to him by the cor- 
poration as fully paid and non-assessable, he is not liable to 
the corporation for any further payment to entitle him to all 
the rights and privileges of a shareholder; but he may be 
liable in case of need to outside creditors who have a right tc 
expect always that assets of equal value to the stock issued 
therefor have come into possession of the corporation. As 
mentioned above, this trouble is obviated in the case of no- 
par-value stock. However, after stock has once been paid 
for in full, all future purchasers may hold it without liability 
for further contribution regardless of the price they pay for 
it. Because of its freedom from this liability, treasury stock 
has areadier marketability than unissued stock. 

In some enterprises, particularly those of a speculative 
character where it is extremely difficult if not impossible to 
place a true valuation on the property to be used or exploited, 
the practice is very prevalent of issuing the entire authorized 
capital stock in payment for the properties to be acquired. 
The stock so issued thus becomes fully paid and its owners 
liable to no further contribution. To provide working 
capital, some portion of the stock is usually donated to the 
company for resale. This is sometimes called donated stock 
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and is, of course, true treasury stock. In states where a 
corporation is permitted to buy its own stock, treasury stock 
may be acquired by purchase. Theoretically, stock which 
has been issued under a contract providing for redemption 
becomes treasury stock when redeemed and may be reissued 
until it has been canceled through charter provision to re- 
‘duce the capital authorized. (See also pages 15, 16.) 


Forfeited Stock 


Stock is said to be forfeited through failure to make the 
agreed purchase payments on it. The laws of the different 
states vary with regard to the conditions under which stock 
may be declared forfeited. In some states the instalments 
paid on the stock—or all but a small amount to cover the 
cost of handling the transaction, or a specified portion of the 
amount paid in—must be returned to the purchaser. In 
others, the entire amount paid in may be declared forfeited. 
In the State of New York the provision in the law is as fol- 
lows: ‘If default shall be made in the payment of any 
instalment . . . the board may declare the stock and all 
previous payments thereon forfeited for the use of the cor- 
poration, after the expiration of sixty days from the service 
on the defaulting stockholder, personally or by mail directed 
to him at his last-known post-office address, of a written 
notice requiring him to make payment within sixty days from 
the service of the notice at a place specified therein, and stat- 
ing that, in case of failure to do so, his stock and all previous 
payments thereon will be forfeited for the use of the corpora- 
tion. Such stock, if forfeited, may be reissued or subscrip- 
tions therefor may be received as in the case of stock not 
issued or subscribed for. If not sold for its par value or sub- 
scribed for within six months after such forfeiture, it shall be 
canceled and deducted from the amount of the capital stock.” 
The provisions are very specific and must be carefully fol- 
lowed. The method of accounting is given on page 19. 
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Bonus Stocks or Bonds 


Bonus stocks or konds are stocks or bonds given as a bonus 
upon the purchase of other stocks or bonds. Thus, upon the 
purchase of a share of preferred stock, one share of common 
may be given as a bonus. 


ACCOUNTING FOR STOCKS 


Accounting for the original issue of stock has been treated 
in VolumelI. There several different methods of opening the 
records of the corporation were given and the manner of 
treating premiums and discount and instalment subscriptions 
was shown. Here some additional problems peculiar to 
corporation accounting will be discussed. 


Discount on Stock 

In the State of New York the stock of a corporation can- 
not be sold below par. Where sale below par is allowed, the 
proper booking of the discount requires consideration. The 
Interstate Commerce Commission requires that discounts 
or premiums be shown on the books under those titles, i.e., 
Discount on Capital Stock and Premium on Capital Stock. 
This method is to be commended as being true to fact and 
presenting a full and sufficient record of the facts. In the 
case of other concerns over whose accounting practices there 
is no regulation, that method is honored more in the breach 
than in the observance. A prevalent feeling is that the 
appearance on a balance sheet of such an item as discount on 
stock is a serious reflection on the standing of the corporation 
and is to be avoided in any way possible. Discount on stock 
is not an attractive item on a balance sheet, but there is little 
justification for such sentiment in those states where the sale 
of stock at a discount is a perfectly legitimate transaction. 
The balance sheet ought to represent facts as they are until 
they change; then the new conditions should be shown. So 
long as the discount on stock remains a fact it should be so 
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shown. When the discount has ceased to exist through its 
absorption against premium on stock or the general surplus, 
it should no longer be reported because it is then a matter of 
ancient history with which the present is not concerned. 

A favorite method of charging the discount on stock to 
organization expense is not approved, not because it is a 
misnomer, for discount may well be looked upon as one of the 
expenses of organization, but because it is an item of sufficient 
importance and interest to require separate record. Charg- 
ing the discount to some asset account, when payment of 
stock is made by property instead of by cash, is to be severely 
condemned. Inflation of asset values to cover up such an 
item cannot be justified. 


Premium on Stock 


The premium on stock sold above par is best recorded in a 
premium account which should remain on the books as a 
part of the permanent capital and not therefore be trans- 
ferred to surplus and returned as a dividend to the share- 
holder. It may belegitimately used to cancel any discounts. 

In the State of New York a corporation cannot issue its 
stock ‘except for money, labor done, or property actually 
received for the use and lawful purposes of such corporation.”’ 
A broad interpretation has been given the word labor so that 
under the law it may comprise both manual and mental 
labor and services of almost any kind legitimately received 
at the time of organization of the corporation or at any sub- 
sequent time. Stock may thus be used to pay for organiza- 
tion expense, promoters’ fees, etc. 


Property Exchanged for Stock 


Where stock is issued for property, no more is supposed to 
beissued than has a par value equal to a fair market value of 
the property received therefor. In valuing the property the 
judgment of the directors is conclusive, unless fraud can be 


THE CORPORATION 15 


shown. Any stock issued for property becomes full-paid and 
the owner is neither subject to further call by the corporation 
nor liable to contribution for the benefit of creditors. In all 
statements and reports required by law to be published, 
stock issued for property purchased must be so reported. 


Treasury Stock Donated 


When treasury stock comes into the possession of the com- 
pany by donation, the entries needed to show the transac- 
tions are somewhat as indicated below, some variations from 
the form shown being sometimes met with. Practice varies 
as to the value at which treasury stock shall be brought onto 
the books, some concerns booking it at an arbitrary value 
based on an estimate as to what it will probably bring when 
sold; others booking it always at par. Practice varies also 
as to the manner of showing treasury stock on the balance 
sheet, some listing it among the assets at the value at which 
it was brought on the books; others treating it as a deduction 
from authorized capital, a sort of valuation account for the 
capital stock. These points are discussed in Chapter XXI 
and will not be treated here except to state a conclusion 
on which the booking of the transactions depends. Mani- 
festly, if treasury stock is to be treated as a deduction from 
capital stock, it will have to be brought onto the books at 
par. Such treatment usually results in an inflated showing 
of the surplus arising from the donation until that has been 
adjusted to the values realized from its sale—an adjustment 
which cannot be completed with accuracy until all treasury 
stock has been disposed of. If treasury stock is to be shown 
among the assets on the balance sheet, it is perhaps best 
booked at an estimated realizable price, a method which will 
show the donated surplus also at an estimated realizable 
figure. While authorities differ on these points, the weight 
of opinion seems to favor booking treasury stock at par and 
showing it as a valuation account on the balance sheet. 
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For the sake of illustration assume that the stockholders 
donated $100,000 par value of common stock to the corpora- 
tion and that $50,000 of it is sold at 60 cents on the dollar. 
The entries to record the transactions would be: 


(@) “nergy Sines, Commnnoimn, 556 600050¢ $100,000.00 
Donated Surplus.. Se $100,000.00 
Shes suitable Sanson ) 
(2) Cashr are 7h 30,0001 00 
Diccomner on Greases ae Gemini 20,000.00 
Treasury Stock, Common..... 50,000.00 


Other titles for Donated Surplus are ‘ Donated Working 
Capital)’ =~" Donation Account, ete. Thesaccounu es (i. 
count on Treasury Stock, Common”’ will ultimately be closed 
against Donated Surplus, and there is no objection to making 
the charge for discount directly to Donated Surplus instead 
of as shown above, although the method shown perhaps 
makes more easily available the information as to the dis- 
counts allowed on sales of various portions of the treasury 
stock. If it is sold at one price, the charge for the discount 
should be direct to Donated Surplus. A balance sheet drawn 
up at an intermediate period, i.e., before Discount on Treas- 
ury Stock is closed, should show Donated Surplus at its 
adjusted figure, viz., book value less discount. After all 
treasury stock has been sold, the Donated Surplus account, 
as adjusted, will show the true surplus arising out of the 
donation transactions. The proper disposition of this—as 
to whether it should be maintained as a permanent increase 
in capital, be transferred to general surplus and so be made 
available for dividends, or be treated as a deduction from 
plant values on the theory that they have been overstated 
as originally booked—is discussed in detail in Chapter XXI. 


Bonus Stock 


Bonus stock is usually treasury stock for the very good 
reason that, if it carried a liability for contribution in amount 
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up to its par value, recipients of such stock might not be 
overly appreciative of the gift. Instead of being an incen- 
tive to purchase the securities which it accompanies as a 
bonus, it might act as a deterrent. Bonus stock is a gift on 
the part of the corporation and is therefore an expense. 
While custom favors recording the expense under the title 
“ Bonus’’—or even including it with organization expenses— 
and treating it as a deferred expense for a number of periods, 
a correct analysis of a bonus stock transaction may dictate 
other method of record. If the bonus stock is given with an 
issue of bonds which could by themselves be disposed of only 
at a discount, the difference between the market value of the 
bonds alone and their par value should be charged to Bond 
Discount, and the rest of the loss on the transaction may be 
charged either to Bonus account or Discount on Treasury 
Stock. This distinction is important, as will be seen in 
Chapter XX where the true nature of bond discount is dis- 
cussed. When data are available for making the separation 
it should always be done. Thus, if a $1,000 par bond has a 
market price of $950 but when sold with one share ($100) of 
treasury stock as a bonus brings $1,000, the record should be: 


(ee @astin Sy ch Paes Rate ORAM S Bod bom nersvourere! 
Bond Divernt, nee 50.00 
Bonus (or Dictounts on Theasury Stock) 50.00 
IBOMUS Ee RVADIC os wo ce ote 2 os $1,000.00 
‘Treasury Stool Fat ROA eee 100.00 


The customary method of showing, as in entry (4) below, is 
theoretically incorrect, though it may be necessary to use 
it when the data needed for the other entry, 1.e., (3) above, 
are not available. 


Ci)” (CASI BP sree sec neta ee ee ee PL OOOTOO 

Bonus , 100.00 
Bonde PAgabicl. Oe eS $1,000.00 
AM RSEISEUE? SIUOIOUS no Gog Ge oc Occ 100.00 
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If a bonus of treasury stock is given with the sale of pre- 
ferred stock, similar treatment would make possible a showing 
of the portion which isreally discount on stock and the portion, 
if any, which is true bonus. Inasmuch as discount on stock 
and bonus are very similar in kind and in manner of treat- 
ment on the books, nothing of real value is perhaps gained 
in making the separation. The ultimate disposition of the 
Bonus account is, as indicated above, to treat it as a deferred 
expense, charging it against profits as rapidly as conditions 
warrant. It is an undesirable item on the balance sheet or 
ledger and should be expunged as soon as possible. 


Treasury Stock Purchased 


Treasury stock which is created by purchase by the is- 
suing company requires consideration. If the price paid is 
less than par, carrying the treasury stock on the books at 
par requires an offsetting credit account similar to the 
Donated Surplus account used above when the stock is 
created by donation. ‘This credit account simply represents 
a book surplus and should not usually be made the basis for 
adividend. This account may be called ‘“Treasury Stock Sur- 
plus,” “Contingent Profit on Treasury Stock Bought,” or 
other title indicating the true nature of the item. When the 
treasury stock is resold and the discount or premium on it is 
charged against this surplus or credited to it, as the case may 
be, the balance of the Treasury Stock Surplus account will 
then show the realized profit or loss on the completed treas- 
ury stock transactions and may be disposed of as indicated 
above for Donated Surplus. 

On the other hand, if the price paid by the company in 
the purchase of its own stock is more than par, the premium 
paid must be charged against general surplus because there 
is usually no other place for the charge unless there is still 
open on the books a Premium on Stock account arising out 
of a previous sale of stock at a premium. Purchase of stock 
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at a premium may represent simply the payment to the 
owner of the stock of his share in the general surplus of the 
company, in which case the premium paid must be shown as 
a reduction of that surplus. 


Redemption of Preferred Stock 


Handling redemption of a preferred stock issue is exactly 
the same as handling treasury stock by purchase. If by 
contract agreement at the time the preferred stock was issued 
it can only be redeemed at a premium, the premium must be 
charged, as indicated above, to an open premium account or 
to general surplus. The effect is similar to the payment of a 
special or extra dividend at the time redemption is made. 


Forfeited Stock 


Payments made on stock which is declared forfeited con- 
stitute an item of surplus but of a permanent nature, i.e., 
not a surplus applicable to the declaration of dividends, 
though there may be no legal inhibition to that use. If the 
stock is resold any discount on the resale is properly charged 
against the surplus arising from the forfeiture. By way of 
illustration, assume that $1,000 worth of stock has been 
subscribed for and payments amounting to $400 have been 
made when the stock is forfeited for failure to pay further 
instalments. The stock is offered again for subscription and 
is sold for $900 and payment has been received in full. The 
entries necessary to show the above are: 


CEO DSCrIDete, . a thdn ic 5 one = semen ues $1,000.00 

Capital Stock Subscriptions. . $1,000.00 
OVOP CAS ap RMF. Betgbe fe < Uo wutcid heey oft es 400.00 

Shelewveupllalevacen auqna WSs. G ob om oc 400.00 
CMO UDGCRIOCSS bate fy. gS waco cen cis 400.00 

Surplus from Forfeited Stock. 400.00 


To transfer the forfeited 
payments to Surplus. 
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(8) Capital Stock Subscriptions........ $1,000.00 

SHGHONCUOEIS 5 ou co ae oe Boones $1,000.00 
Morevenrse. 

(6) -pUbseriberss ay oe rh 900.cG 

Surplus from Porfetted Seoeiw Se es 100.00 
Capital Stock Subscriptions. 1,000.00 

ie) (Cagin. Ess wily gen cre OS one renee 900.00 
a peeai ner Pi otis lc aaa , 900.00 

Gr) Capital stock Sut Scones tan ecto 1,000.00 
Capitalesto cle simeay seine 1,000.00 


Stock of No Par Value 

Booking capital stock of no par value presents no new 
principles. Inasmuch as the stock has no fixed par value, its 
sale is recorded for what it fetches. There can be neither 
discount nor premium. Payment of the subscription may be 
made, just asin any other case, by means of cash, property, 
or services, and the same care must be exercised in placing 
proper valuations on the property taken over. Here there 
is not the danger of inflating property values to show them 
equivalent to the par value of the stock issued therefor. 
Rather, subscription for the stock is made at the figure of the 
fair value of the property to be turned over in payment of the 
subscription. In the case of no-par-value stock even greater 
care must be exercised to see that the contributed capital 
shall never be encroached upon in the declaration of divi- 
dends, and careful supervision is somewhat more difficult 
because the number of shares issued bears no relation to the 
amount of the capital stock. 


Distinctive Records 


The accounting and other records peculiar to a corpora- 
tion are explained in Volume I, Chapter XLVIII.. These 
records are the subscription book and subscription ledger or 
instalment book, the stock certificate book and stock ledger, 
the stock transfer book, the minute book, sometimes a 
dividend book, in large companies a register of transfers 
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(which classifies the information as to transfers given in 
the stock transfer book, and so may serve as a convenient 
posting medium for the stock ledger), and a stock register (a 
record kept by the officially appointed registrar of the cor- 
poration, whose duty it is to see that there are no irregular- 
ities in the issue of stock and that there is no overissue). 
The stock register should show the amount of stock author- 
ized and the amount issued at any given time, the balance 
being the stock not yet issued. A form for the stock transfer 
book and several forms for stock ledgers as prescribed by 
the Comptroller of the State of New York are shown below.* 
The two latter forms of the stock ledger are applicable only 
to the State of New York. 


Ledger Folio 27 Transfer No. 556 
ALLIANCE AUTOMOBILE COMPANY 


For value Received, I hereby sell, assign and transfer unto John 
H. Lansing, of Newark, New Jersey, Seventy-six Shares of the 
Capital Stock of the above-mentioned Company, now standing in 
my name on the Company books and represented by surrendered 
Certificates Nos. 32, 37, and 44. 
Witness my hand and seal this 28th day of September, 1918. 
GrEoRGE B. GOLDMAN lita Sal 
By GEORGE GALE, Altorney. 
New Certificate No. 224 
Issued to John H. Lansing 


Ledger Folio 84 
Stock Transfer Book 


Stock Ledger 

The stock ledger is a subsidiary ledger controlled by the 
Capital Stock account or accounts on the general ledger. It 
may, of course, be made self-balancing just as any other 
subsidiary ledger. There has been some controversy as to 
whether the stock ledger is normally a credit or a debit bal- 
ance ledger. In some concerns the stockholder is debited 


* From ‘‘ Corporate Organization and Management,” by Thomas Conyngton. 
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with the shares owned, and in others he is credited. Theo- 
retically, in accordance with the principle of all other con- 
trolling accounts, the subsidiary ledger—in this case, the 
stock ledger—merely carries the detail of the controlling 
account. If, then, the controlling account is a credit bal- 
ance account, the accounts on the subsidiary ledger must 
similarly have credit balances. Accordingly, the stockholder 
should be credited with his net holdings. Practically it 
makes little or no difference because the subsidiary ledger is 
no integral part of the debit and credit scheme of the general 
ledger. Of course, unless practical difficulties prevent, prac- 
tice should always follow the theoretically correct method. 
No difficulty need be experienced, however, in accommodat- 
ing oneself to either method of record on a subsidiary ledger. 
In the stock ledger the record of holdings is kept in terms of 
the number of shares owned rather than by the par value of 
the holdings. 


Minute Book 


Before leaving the subject of the records peculiar to a 
corporation, it is desired again to call attention to the keep- 
ing of a careful record in the minute book. This book should 
contain first a copy or duplicate of the corporation’s charter. 
Following this should be the by-laws of the corporation. 
Sufficient blank space should be left at the end of each of 
these documents to make record of any amendments to char- 
ter or by-laws. There should follow a complete record of the 
deliberations and authorizations of the board of directors as 
affecting the management and control of the corporation’s 
policy. The minute book is often the source of authority for 
many of the most important entries made on the books of 
account, and great care must be used to make the record 
full, complete, and accurate. Such matters as leases, pur- 
chase and sale of properties, bond issues, dividends, and 
other similar items should have very careful record. 
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Conclusion 


Other features of the corporation from the accounting 
point of view are treated under their respective heads in 
later chapters. These include such items as bond issues, 
sinking and other funds, reserves and surplus, scrip and 
stock dividends and other dividend considerations. 

It is proposed in the next two chapters to discuss the 
corporation from the manufacturing viewpoint, types of 
accounting records sometimes used therefor, and the ele- 
ments of manufacturing costs. After that the problem of 
the balance sheet and the principles of valuation applicable 
to it will claim attention. 


CHAPTER If 
THE VOUCHER SYSTEM 


Purchasing for the Manufacturing Business 

Accounting for the business which manufactures its own 
product is a much larger problem than that for the concern 
which limits its activity to purchase and sale of a stock-in- 
trade. To the activities of a trading concern the manu- 
facturing business adds those of the factory. Not only 
must more property, and a larger variety, be kept account 
of and handled so as to get the most efficient return there- 
from, but also in the handling and operation of this property 
a somewhat distinct type of expenses is incurred. “The 
problems of financial and factory management and control 
are different and more complicated than those of the trading 
business. The period between the expenditure of funds for 
the purchase of materials and the payment of expenses and 
the receipt of money from the sale of the finished product is 
much longer. More working capital must therefore be pro- 
vided and its rate of turnover is less. A larger element of 
risk enters in. Raw materials must be worked and fash- 
ioned, machinery must be employed, a different class of 
labor must usually be handled, perhaps will have to he 
trained—these are problems calling for a special type of 
management for the manufacturing end of the business. 

The accounting department must be organized to serve 
these additional demands and complexities of management 
and to give the needed information. The amount and cost 
of the materials consumed in making the product, the labor 
cost expended on it, and the various items of factory expense 
incurred, during one period as compared with the same items 
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for previous periods—all must be kept under constant re- 
view if successful operation is to be secured. 


Expansion of the Purchase Journal 

To make this information available as soon as the trans- 
actions giving rise to it are entered into, a different method 
of gathering the information becomes necessary. Because of 
the fact that the purchase journal is limited to the record of 
purchases of stock-in-trade, and that information in regard 
to expenses incurred is not usually brought on the books 
until payment of them is made, not only do the books fail 
to give the service which a management has a right to expect 
of them but they fail to reflect many liabilities at the time 
they are assumed. ‘Thus a new type of record is needed. 

This has led to an extension or expansion of the purchase 
journal. The way in which this journal can be used so as 
to analyze purchases of stock-in-trade on a departmental 
basis has been explained and illustrated in Volume I. This 
new use of the purchase journal is merely an extension of 
the principle of analysis there developed. Instead of limit- 
ing it to a record of transactions involving purchases of 
stock-in-trade, every purchase transaction, whether of as- 
sets, supplies, or of service of any kind, finds this its place 
of first record. By introducing sufficient columns, as detailed 
an analysis of all the purchasing activities of the business 
can be secured as may be desirable. Furthermore, entry 
here being made at the time of the purchase rather than at 
the time of payment for the purchase, the books make avail- 
able a mass of valuable data needed for purposes of manage- 
ment much sooner than it becomes available under the former 


restricted use of the purchase journal. 


Development of Voucher System 
Had the evolution of this record stopped here, the result- 
ing gain would have been secured at high cost. The entry 
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of all expense purchases in the purchase journal creates the 
necessity of opening accounts on the ledger with numerous 
creditors for small purchases, as well as the more important 
items, both to show the liability incurred and to provide a 
means of canceling it when payment is made. In large 
corporations, where oftentimes the policy of securing bids 
on all purchases is followed, resulting in a constant changing 
of firms from whom purchases are made and no regularly 
established trade with any of them, the burden of handling 
the creditors ledger becomes an increasingly heavy one with 
little or no gain in desirable information furnished by it. 
Accordingly, a further development took place which elimi- 
nated the necessity of opening regular accounts with every 
creditor, but instead made every transaction, whether one 
or many were entered into with the same individual, in- 
dependent of all others. This makes possible the showing 
of the settlement of that transaction in the place where its 
original record was made, without opening up a ledger 
account for it. This use of the purchase journal with some 
sight additions has given rise to the so-called “voucher 
system” of handling purchases. 


Definition and Description of Voucher 


In a broad sense, a voucher is a statement which certifies, 
i.e., vouches for, the correctness of a transaction. As used in 
the restricted sense to which it is limited under the voucher 
system, it is a more or less formal document which shows a 
receipt for a particular bill of items. As distinguished from 
areceipt in general, this latter term is applied to all acknowl- 
edgments of money paid whether or not for a particular 
bill; whereas the essence of voucher accounting requires re- 
ceipts for particular bills. At law a voucher has no more 
weight than an ordinary receipt, and a signed receipt is only 
prima facie evidence, capable of refutation, though the bur- 
den of proof of non-payment is placed on the complainant. 
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A formal voucher must therefore provide for a statement 
of the bill of which payment is being made and a place for 
acknowledgment of receipt of payment by the payee. 
Usually provision is made also for: (1) certification of the 
correctness of the bill by properly authorized house employee 
and its approval for payment; and (2) a proper distribution 
on the accounting records of the payments authorized, i.e., 
an official determination of the debit and credit entries to 
be made on the books. 

A form of voucher is shown on pages 30, 31. On the 
face of the form provision is made for (1) detailed statement 
of bill; (2) house approval of same; and (3) receipt form to be 
signed by payee. On the reverse side of the voucher the 
distribution of the charges is provided for. This is the 
bookkeeper’s authorization for making the indicated entries 
on his books. The form is so devised that, when doubled, 
it is of a convenient size for filing in a vertical file. 


Operation of Voucher System 

When the invoice covering any purchase is received, it 
is held till the commodities bought arrive. After inspection 
and acceptance of the goods, a voucher is made out in dupli- 
cate on which is written a copy of the invoice, with the cash 
discount, if any, shown deducted. Vouchers are given con- 
secutive numbering just like checks. If immediate pay- 
ment is to be made, the voucher will be “‘approved”’ and 
check drawn for the amount. The voucher with check 
attached is sent to the creditor with a request that he re- 
ceipt the voucher and return it. A creditor is not usually 
particularly interested in helping another concern keep its 
books and the result is that a large number of vouchers find 
their way into the creditor’s waste basket. It is here that 
the duplicate copy retained in the files serves to keep the file 
of vouchers complete, though it does not, of course, constitute 


a receipt for the payment. 
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Sometimes before sending the original voucher, the dis 
tribution of the charges is made on it, and it is used as the 


Voucher No. 
Check No. 
THE Good STYLE MANUFACTURING Co. 
To (Name of Creditor Or 


(Address) 


t Terms 
~ aI 


a 


(Details of items covered by voucher) 


a ea 


| | 


ate Hl 
APPROVED Passed for Payment 
(Purchasing Dept ) (General Monager) 
| APPROVED 
(Auditor ) 
(Place and Date) 19 
RECEIVED Dollars 


In full settlement of above items ae (iredior) 


PLEASE RECEIPT AND RETURN 


“oucher ( face) 


basis of the bookkeeper’s entries. An objection to this 
method is frequently made that the creditor is thus given 
some insight into the business and perhaps a more intimate 
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view of it than may be desirable. Where such is the case, 
only the office copy of the voucher shows the distribution 


CHARGE TO 


No. 
Total forward (Name of Creditor) _ 
Office Salaries (Address) 


Office Supplies 


Office Expenses 
Tels Tel: | Good STYLE MANUFACTURINGGo. 


YONKERS. NY ~ 


VOUCHER 


Rent 
Insurance PaiD BY CHECK No. $ 


Interest 


DATE 


CHARGE TO 


In-Freight & Cartage 
Direct Labor 
Machinery | Indirect Labor, factory 
Furniture & Fixtures | |_Light, Heat & Power 


| Factory Supplies 
[ | Raw Materials 


| Sales Travelling Expense 
Advertising 
Out-Freight 
Delivery Expense 


[ | Salesmen Salaries | 


Voucher (reverse) 


and the book entries are made from it. Both may be filed 
together when the original is returned, or the one may be 
filed numerically according to voucher numbers, the other 
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alphabetically according to creditors’ names and so serve 
as an index to the numerical file. 

In some concerns the canceled checks when returned by 
the bank are filed with their respective vouchers; in others, 
they are filed separately in their own sequence. Inasmuch 
as each voucher also carries its check number, cross reference 
is easy. 


Voucher Check 


The difficulty referred to above in securing prompt re- 
turn of receipted vouchers has led to the introduction of a 
combined voucher and check called a “voucher check.” 
The indorsement on the check, which is necessary for its 
collection, serves at the same time as a receipt of the bill. 
All vouchers thus ultimately find their way back through 
the bank. The legality of the indorsement serving also 
as an acceptance of the check in payment of the stated 
invoice has been thoroughly established, particularly when 
on the blank space for indorsement attention is drawn to the 
fact that such indorsement will constitute a receipt for the 
bill; or where the face of the check states that it is full pay- 
ment for the invoices covered by it. 

Two forms of voucher check are in use, the folded check 
and the single. Below are given illustrations of both. If 
such checks are not unduly large, banks do not object to 
handling them. 

Because of lack of room on the voucher check, provision 
is not always made for showing the distribution of the 
charges. The single form of check can be used when a 
detailed statement of invoices is not desirable or when 
invoices carry but few items. Such a voucher check, but 
differing somewhat from the one shown, is frequently used 
for the payment of dividends to stockholders and does away 
with the need of a formal receipt or of signature in the 
dividend book. 
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MAKE ALL INDORSEMENTS HERE 


Voucher Check No. 
THE WARRANT WEAR HOSE CO. 


NEW York CITY 


Pay to the order of $ 


Dollars 


in full settlement of the within accounts 
To WARRANT WEAR HOSE Co. 


MECHANICS AND METALS NATIONAL BANK ay. 
NEW YORK CITY 


Treas 


Voucher Check—Double (face) 


Voucher Check No. 
THE WARRANT WEAR HOSE CO. 


To (Name of Creditor) DR. 
(Address) TERMS 


Charge fo | (Details of items covered 
by Voucher ) 
Eoaes 
| Approved 
ie ace ee MBit Des fir 


. Passed for Payment 
(Purchasing Dep't) er anasers 


If incorrect, Return; Indorsement is sufficient Receipt. 


. Approved 


Voucher Check-—Double (reverse) 
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No. 
HARRIMAN NATIONAL. BANK 
ian New York City 
Pay to the 
order of : ; $ 
= Dollars. 
— THE ROCKTON REALTY Co. 
: By 1 iene, 
~| Approved : ere 
E (Auditor) 
If incorrect, return 


Voucher Check—Single 


Form of Voucher Register 

The “Voucher Register,’’ or the “Accounts Payable 
Register,’ as it is sometimes called, is the book of original 
entry in which the voucher and its distribution are recorded. 
This register is a journal so far as its scheme of debit and 
credit is concerned, but its record is not usually supplemented ~ 
by a formal subsidiary ledger—though it may be—posting 
of it being limited to the general ledger. The register must 
provide columns for date, voucher number, name of creditor, 
explanation, amount, distribution, and payment. There 
are many different forms and rulings, the information desired 
never being quite the same in any two businesses, but a 
typical form of voucher register is shown on page 35. 


Distribution of Vouchers 


As soon as a purchase invoice has been approved, a 
voucher—sometimes called a voucher jacket where the 
original invoice itself is attached to it—is made for it, the 
distribution of the charges is authorized, and entry is made 
in the voucher register. All vouchers are numbered con- 
secutively and entered in numerical sequence, which is 
usually also chronological sequence. The amount of the 
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voucher is entered in the total column, Vouchers Payable or 
Accounts Payable, whatever the account title is on the gen- 
eral ledger. The next column, Purchase Discount, may or 
may not be merely a memorandum column, depending on 
the use made of it, as will be explained later. 

From the Vouchers Payable column, distribution on the 
same line is made into the columns for the various accounts 
to be charged. To secure a complete distribution without 
waste of space, a Sundry Charges column is provided for 
entry in detail of all items of infrequent occurrence, each 
account to be charged being named in the explanation space 
to the right of this column. Following this comes the record 
of date and manner of payment, with a final column in which 
to extend at the end of the month all unpaid vouchers and 
so indicate the detail of the total outstanding liability. The 
voucher record is capable of almost indefinite expansion 
through the use of short-margin insert sheets. Provision 
can in this way be made for a large number of columns for 
analysis. 


Posting of Summary Totals 


At the end of the month, or oftener if desired, the voucher 
register is summarized and posted. Inasmuch as usually 
no subsidiary ledger is kept when the voucher system is in 
use, there is no day-to-day record on the ledger of the 
purchasing activities of the business. Accordingly, a com- 
plete double entry must be made by way of periodic sum- 
mary. It was at one time thought desirable to make this 
summary entry through the general journal or, at any rate, 
by setting up a formal journal entry on the face of the 
voucher register. As the degree of analysis increased, the 
futility of such a procedure became apparent and now 
posting to the ledger accounts is made directly from column 
totals as shown in the illustration. The Sundry Charges 
column is posted in detail to the named accounts as indicated, 
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Proof of distribution should always be secured by checking 
the total of the distributive column totals against the total 
of the Vouchers Payable column. In posting, the total of 
the Voucher Payable column is credited to its account, while 
the totals of the distributive columns are debited to their 
respective accounts. 


Effect on Cash Book and Bank Account 


The advantage of this periodic posting of expense column 
totals as compared with the detailed posting of such items 
from the cash book as required under the old method is 
apparent. The cash book is in this way relieved of all need 
of naming the account to be charged for each detailed entry, 
the proper charge having been made from the voucher 
register. If every transaction which will ultimately give 
rise to a disbursement of cash is vouchered and therefore 
recorded through the voucher register, there is really no need 
of a detailed entry of the checks on the cash book, for only 
their total is posted. It is perhaps more usual, however, 
to enter them in detail on the cash book. Entry here is, 
as always, chronologic, by date of payment. 

Sometimes, to facilitate reconciliation with the bank 
account, the voucher checks are given a new series of 
numbers known as treasurer’s numbers when issued in pay- 
ment of invoices. Where this is done, the cash book shows 
entry of all checks in the numerical sequence of treasurer’s 
numbers, just as entry in the voucher record is in the se- 
quence of voucher numbers. Some checks are held before 
issue longer than others, due to different lengths of credit 
term, etc.; hence the need for this new series of numbers. 


Payment of Vouchers 

After a voucher has been made up and entered in the 
register, if payment is to be made immediately, it is passed 
for payment by the treasurer or other fiscal officer and the 
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check is drawn and issued. Any cash discount offered is 
shown deducted on the face of the invoice and the check 
carries the net amount. Where payment is not immediate, 
but observance of the terms of credit 1s necessary to secure 
the discount, the voucher should be filed away in a tickler 
file which will automatically bring it up for attention at the 
proper time. The original invoice is placed in a temporary 
file, arranged alphabetically, until paid, when it may be 
removed and filed permanently with the paid voucher. Upon 
payment of the voucher, the check is entered among the cash 
disbursements and a notation is made in the payment column 
of the voucher register as to the date and manner of payment. 


Voucher Index of Creditors 


It has been stated that one of the essential features of the 
voucher system, as it is usually operated, is the dispensing 
with the formal creditors ledger. This is accomplished by 
treating every transaction as an independent unit, numbering 
it, and providing a place in the voucher register to indicate 
its payment, so that there is no need of a separate ledger to 
keep track of the cancellation of the liability. The voucher 
system fails, however, to give a record of volume of business 
done with each creditor. Furthermore, it is often desirable 
to make reference to past transactions with creditors. This 
would be very difficult without a definite knowledge of the 
voucher numbers under which account has been kept of the 
transactions with a particular creditor. 

Accordingly, for the proper operation of the system an 
alphabetic index of creditors must be made up on which 
should be shown the voucher numbers relating to transac- 
tions with each creditor. This is usually of the card index 
type, each creditor being provided with a card on which is 
noted a list of the vouchers recording the business done with 
him. This voucher index, while not a ledger in the accepted 
sense, yet when operated in connection with the Payment 
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column in the voucher register serves all the essential pur- 
poses of a creditors ledger, and the use of the ‘‘ Unpaid 
Vouchers” column, as explained above, secures at the end of 
the month the detail of the summary account, Vouchers 
Payable, carried on the general ledger. 


Control of Vouchers Payable 

With the elimination of the detailed ledger record which 
served as a check on its controlling account on the general 
ledger, particular care must be exercised to see that the 
control account, Vouchers Payable, reflects the correct sum- 
mary of all detailed liabilities. This is readily accomplished 
when every item that leads to a disbursement of cash is 
vouchered. Then the only postings to “‘ Vouchers Payable”’ 
come, for their credits, from the total of Vouchers Payable 
column of the voucher register, and for their debits, from the 
total of Vouchers Payable column in the cash book. 


Introduction of System 

Some of the problems encountered in the operation of a 
voucher system will now be discussed, the first of which is 
the introduction of the system in a business where the old 
method ‘of handling purchases is in use. The requirement 
here is the closing of the open accounts on the purchase 
ledger and their transfer to the voucher register. This may 
be accomplished in two ways—one of which requires a 
change in the controlling account, and the other of which 
does not. Under the first plan without formality, the ac- 
counts in the purchase ledger are balanced and closed by 
indicating in their explanation columns the transfer of the 
balance to the voucher register. As these accounts are 
entered on the voucher register, each of the ztems comprising 
the balance of an account should be given separate vouchers 
rather than entered under one voucher for the whole amount. 
This is particularly true where the different items are subject 
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to different discount and credit terms, rendering it undesir- 
able to pay them all at the same time. After entry on the 
voucher register, the amounts may be distributed to the 
Sundry column and charged to the controlling account, 
Accounts or Vouchers Payable, as the case may be. The 
register should now be totaled, i.e., the Vouchers Payable 
and Sundry columns should be added and the register ruled 
off. These totals, being to the credit and debit of the same 
account, may or may not be posted, as the balance of the 
controlling account is not affected. Under the second plan 
the register is left open, i.e., not totaled. In this way the 
credit to the Vouchers Payable account is included with 
the total to be posted at the end of the current month when 
the register is first summarized. This, of course, necessi- 
tates posting the corresponding debit of the amounts dis- 
tributed to the Sundry column as explained above. 

The new voucher system is now ready for use and current 
entries will be made as previously explained. 


Purchase Returns and Allowances 


The handling of purchase returns and allowances is awk- 
ward under the voucher system. If the goods can be in- 
spected and accepted or adjustment secured when necessary, 
before the voucher for the transaction is made up, then the 
amount to be paid is always the amount of the voucher and 
no change need be made in the amounts entered and dis- 
tributed on the register. Where this is done a Purchase 
Returns and Allowances Account is not required. This 
procedure, however, is not always possible, for a first inspec- 
tion does not always show the true condition of goods, 
Adjustment of the general ledger accounts could be made by 
entry of the return or allowance through the general journal. 
That would not, however, leave any indication in the voucher 
register record of the fact that cancellation of the hability 
there shown was made by payment of a lesser amount than 
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the one entered, and it is desirable that these two amounts 
be the same. 

To accomplish this, entry of the allowance should be 
made, in small red ink figures on the upper part of the line 
just below the vouchers affected, entering in red the voucher 
number—the same as the voucher to which it applies—and 
the amount of the allowance, both in the Vouchers Payable 
column and the distributive columns affected by the allow- 
ance. These red ink items are, of course, deductions, the 
summary amounts of the various columns being net totals, 
ie., the totals of regular items less the red figures; or two 
totals may be shown, one above the other, the regular and 
the red. Where both black and red totals are shown, both 
must be posted, the red as contras or offsets to their corre- 
sponding black postings. If desired, separate Purchase 
Returns and Allowances accounts may be opened. 

An alternative method, requiring more work but handling 
the difficulty somewhat mere neatly, cancels the criginal 
voucher by marking it paid and its check void, and issues in 
its stead a new one for the correct amount. The new 
voucher is handled regularly in the cash book, but in the 
register distribution is made to the Sundry column and 
charged to Vouchers Payable, as the purchase has already 
‘been charged from the original voucher. This charge to 
Vouchers Payable cancels the credit from the journal and 
allows the liability for the new amount to be shown in the 
total of the Vouchers Payable column of the register. The 
cancellation is best evidenced by entry in the general journa! 
somewhat as follows: 


WoucHers Payables. oka a-50 21 4 00 Bs sei (92, 150-40 
Vouchers Devaney Pees ane $2,101.50 
Purchase Returns 104 iowintes: 48.81 


To cancel Vo. #2158 and seenee? 
ize its reissue in Vo. #3245, ac- 
count of return of defective goods. 
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Under this method postings to the Vouchers Payable ac- 
count, instead of being limited in their origin to voucher 
register and cash book, will be made also from the general 
journal. 


Partial Payments 


A similarly awkward situation is met when it becomes 
necessary to make partial payments on a voucher. The 
whole system is built on the idea that each voucher is the 
unit according to which the record is kept. It, therefore, 
presupposes settlement in, full of each voucher; otherwise, 
the efficient operation of the system is interfered with. 
Settlement in full is not always possible, however. Since 
provision is made in the register for but one line on which to 
show payment of the voucher, it is not possible to indicate 
partial payments in the allotted space, nor would such prac- 
tice be desirable. 

Hence, where partial payments are to be made, the orig- 
inal voucher must be canceled in full and two new vouchers 
issued in place of it—the one for the amount of the partial 
payment, which will thus cancel it, and the other for the 
unpaid balance, which will remain open until paid in full or 
till other partial payment is made. In the latter case the 
same procedure of cancellation and issuance in its stead of 
two vouchers must be repeated. This process of cancellation 
by the reissue of two new vouchers may be effected directly 
on the face of the voucher register by a full cross-reference 
between the old and the new, usually shown in the Manner 
of Payment column; or it may be done by formal entry on the 
general journal, which will then. constitute the authority for 
the transaction. At the best, it is an awkward situation and 
where financial arrangements cannot be made so as to make 
partial payments unnecessary in large measure, the voucher 
system itself should be discarded as not adapted to the 
conditions of the business. 
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Handling of Notes Payable 


Practice differs, under the voucher system, in the hand- 
ling of notes payable. If a note is given or a draft accepted 
upon the purchase of goods, the liability for it will appear on 
the books only as a note liability, provided the purchase 
is recorded through some other medium than the voucher 
register. This medium might be the general journal or the 
notes payable journal. If, however, original entry of the 
purchase is made in the voucher register, liability for it is 
thereby created under the account title, Vouchers Payable. 
This must be shown canceled by the creation of a note li- 
ability in its place, by entry in general or notes payable 
journals. If the voucher check system is used, the check on 
the original voucher must be canceled by marking it ‘ Void”’ 
or by running it through the bank with the day’s deposits. 
In either case for the sake of a complete record of check 
numbers, it should be entered among the cash disbursements. 
From all this it is evident that less work is entailed and just 
as complete a record made by entering the purchase origin- 
ally in general or notes payable journal as suggested above. 

In order to maintain proper control over the cash, when 
the note becomes due a check should be drawn for it rather 
than allow its payment to rest merely on the bank’s memo of 
charge against the account, where the note is made payable 
at the bank. If a voucher check system is in use, pay- 
ment by check results in a momentary transfer of the liabil- 
ity from its status as a note liability to a vouchers payable— 
an open account—liability. Cancellation of the note is 
made by distribution of the voucher to the Sundry column of 
the register as a charge to Notes Payable; the voucher not 
being made or entered until the note falls due. Simultane- 
ous entry of the check in the cash book cancels the voucher 
payable liability and completes the transaction. 

If the note is given in cancellation of the open account 
which had been set up by previous entry in the voucher regis- 
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ter, then the same procedure must be gone through, as was 
explained above in connection with the practice of invari- 
ably entering every purchase on the voucher register. If 
the note transactions are many, it would prove much less 
laborious to accept the bank’s memo of charge as adequate 
evidence of payment, this memo being given a treasurer’s 
number in proper sequence, where treasurer’s numbers are 
given to establish order of entry on the cash book. Cancel- 
lation of the notes payable liability is then posted from the 
cash book entry. 


Cash Discount on Purchases 


A final problem in connection with the voucher system 
concerns the treatment of cash discount on purchases. As 
discussed in Volume I, Chapter XXXVI, a cash discount is 
usually treated as a financial management item, though it 
is sometimes looked upon as a purchase department item. 
The handling of the voucher register so as to record properly 
the purchase discount will depend somewhat upon which 
theory of cash discount’is adhered to. It is customary to 
carry a Purchase Discount column in the voucher register, 
although this is unnecessary if one is carried in the cash book. 
Where both cash book and voucher register are provided 
with discount columns, one is usually merely a memorandum 
carried for the sake of'easy reference. 

As regards the amount at which the liability under 
Vouchers Payable is carried on the books, we find two 
methods of making up the voucher and entering it on the 
register. This is in turn closely related to the financial 
policy as to the taking of discount. Ifit is an invariable rule 
of policy always to maintain a sufficient cash balance to take 
advantage of all discount offerings, there is nothing seriously 
wrong with the practice of making up the voucher and 
entering it for the net amount in the Vouchers Payable 
column; for if the policy is adhered to, no understatement of 
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liabilities will result. If the policy is not strictly adhered 
to, constant adjustment will be necessary to make the books 
reflect the true liability. 

A voucher entered net should have the discount shown 
in the Discount column and the gross amount in the dis- 
tributive columns. Mathematical proof of the voucher 
register is secured by checking the sum of Vouchers Payable 
and Discount columns against the sum of the distributive 
columns. Here it is best to treat the Purchase Discount 
column total as an item to be posted, and the Discount col- 
umn in the cash book asa memo. As regards the income 
from purchase discount, the effect of entering the voucher net 
is to bring onto the books the purchase discount income as 
soon as the voucher is entered. Purchase discount is not 
usually looked upon as earned until payment of the bill is 
made and thus the right to the discount established. This 
method then necessitates at the close of the fiscal period an 
adjustment of the difference between the Discount columns 
in voucher register and cash book, in order to defer to the 
next period the discount not yet earned on all vouchers un- 
paid at the close of the period. ‘This may be accomplished 
by the usual method of deferring income, or by the following 
entry, on the theory that it is better for Vouchers Payable 
to carry the gross amount of liability, at the end of the period, 
at all events. 


Pyne naw Sal MGC eS, © inn open ee ne nice lsiorrerconee 
ROMCHere EA VADIE. ae sle tw «/ <> ee) e's $.. 


The entry must, of course, be reversed immediately at the 
opening of the new period—a procedure which makes this 
method of adjustment of doubtful value. 

If there is any failure to take the discount, after the 
voucher has been entered net, it becomes necessary to mak 
up and enter a supplementary voucher for the discount, with 
cross-reference between the original and the supplementary 
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vouchers. The new voucher must be distributed to Sundry 
column as a charge to Purchase Discount. One of the few 
advantages of this method is that it makes possible reconcil- 
iation with the bank account by checking the canceled checks 
against the voucher register, which thus carries in its Vouchers 
Payable column the exact amount of the check and its en- 
tries are in the sequence of voucher numbers; whereas on 
the cash book voucher number sequence cannot be followed. 
Accordingly it is unnecessary to use treasurer’s numbers on 
the checks in order to secure sequence of numbers in the cash 
book. 

The customary method, and one which usually proves 
most satisfactory, is to make up and enter the voucher for 
the gross amount, using the Discount column in the voucher 
register merely as a memo or not at all, posting the dis- 
counts, as earned, from the cash book and using a separate 
series of treasurer’s numbers when the checks are entered on 
the cash book. 

Strict adherence to the theory of cash discount as a pur- 
chase department item would require making and enter- 
ing the voucher net and distributing it net. The Discount 
column in the register might well be changed to a “‘ Neglected 
Purchase Discounts”’ column into which would be distributed 
the supplementary voucher required when discounts are not 
taken. Under this theory, also, the voucher may be made ~ 
up and entered gross, with the discount handled as a regular 
purchase discount item, and the net amount distributed to 
the other columns. The student should work out the man- 
ner of handling all the discount contingencies under this 
method. 


Modifications of System 

A regular purchase ledger is sometimes used with the 
voucher system. In such cases the voucher register becomes 
merely an analytic purchase journal and much of the advan- 
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tage of numbering every transaction is lost. -Accounts may 
also be set up merely as memos to indicate volume of busi- 
ness. ‘The voucher index, as explained above, accomplishes 
this in a limited way. . 

A hybrid voucher system is sometimes met, a sort of 
half-hearted affair, which gives good results but does away 
with the essential idea of the voucher as being a receipted bill. 
Under it, a house voucher—so called because it never leaves 
the house—is made up and used as the basis of entry. The 
bill is paid by independent check, which when canceled is 
filed with the voucher. In all respects, except that the 
voucher is not sent with the check to be receipted, the system 
is operated as a regular voucher system. An advantage 
claimed is that in this way all information as to distribution 
of the charge or use of the purchased materials or services is 
kept strictly within the business itself. This is done at the 
sacrifice of securing a receipted bill. 


_ Summary of Operation and Advantages 

By way of summary, it may be stated that a fully efficient 
operation of the voucher system is comprised under the fol- 
lowing routine: 


A verification of invoices. 

Making up and entering the vouchers. 
Filing vouchers previous to payment. 
Paying vouchers. 

Filing paid vouchers. 

Indexing vouchers. 


SS SAS ap) So! 


Some of the advantages claimed for the voucher system 
ate: 
1. It gives a detailed analysis of all purchases, 
2. It saves labor by doing away with the purchase 


ledger. 
3. It secures an up-to-date entry of all liabilities. 
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4. It localizes responsibility by showing authority for 
the auditing, payment, and entry of the items. 

5. It secures a receipted bill for all disbursements of 
cash. 


The chief disadvantages are: 


1. Clumsy provision for returns and allowances, par- 
tial payments on bills, and notes payable. 

2. Inadequate showing of volume of business with each 
creditor. 

3. The giving out of information about the business 
which should be kept private. 


It should always be borne in mind that any satisfactory 
method of account-keeping must be adapted to individual 
conditions. If efficient results are expected, a business man 
should beware of ready-to-wear accounting systems. There 
are conditions in which the voucher system gives excellent 
results. There are also conditions to which it is entirely 
unadaptable and inadequate. 


Chie i Rae tit 


BACTORY, COSTS 


Difference between Factory and Financial Accounting 

As was stated in Chapter II, the accounting records of a 
concern making its own product are much more complex 
than those of a concern which limits its activities to the 
buying and selling of stock-in-trade. A much larger mass of 
detailed information is needed for the proper conduct of the 
business. In this chapter it is purposed to study in a broad 
way the fundamental principles involved in factory account- 
ing and to examine some of its distinctive problems. Fac- 
tory accounting does not differ in the real fundamentals of 
account-keeping from any other kind of accounting. Its 
principles of debit and credit are the same; it employs the 
same or similar kinds of accounting records; and the same 
general use is made of the records, viz., to serve as a guide in 
the proper management and control of the business. Its 
distinctive features are seen in the application of certain 
principles to secure special information. To understand 
the problems peculiar to factory accounting, it will be neces- 
sary to consider the nature of this information. 


Definitions of Terms 

Three elements enter into the manufacture of a product. 
These are material, labor, and expense. The problems of 
factory accounting are therefore those connected with the 
accounting for the costs of material, labor, and expense. 
Some terms used in this connection will need explanation. 
A standard terminology for cost-keeping is becoming fairly 
well established. Direct and indirect costs, prime cost, 

49 
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factory burden, or overhead expenses, factory cost, full cost 
or cost to make and sell—these are some of the terms needing 
definition. Direct costs are those which can be allocated 
directly to a specific product. They are items which can be 
separated from all other cost items and applied solely to 
a particular product. Indirect costs are those which are 
shared in common by the various products and so must be 
distributed over them on some equitable basis. Direct 
costs are sometimes called prime costs. The cost elements 
which can almost invariably be applied directly to the pro- 
duct are material and labor. The sum of these two items 
constitute, therefore, the prime or first cost of the product. 
The other items of cost which are incurred in the factory or 
with which the factory is chargeable are variously called 
factory expense, overhead, or burden. These indirect costs 
cannot be charged directly to any specific product, and so 
they are shared by the entire factory output. 

The sum of prime cost plus factory expense constitutes 
factory cost, i.e., the entire cost of manufacture up to the 
point at which the product is turned over to the selling de- 
partment for sale. This is sometimes called total manu- 
facturing cost. 

Full cost is the price at which the manufactured article 
can be madeand sold. In other words, to the factory cost of 
the article must be added its equitable share of all the other 
costs of conducting the business and also a margin of profit 
in order to arrive at a selling price. These definitions indi- 


cate some of the purposes of cost-keeping. Other purposes 
are given below. 


Special Purposes of Cost Records 


To maintain adequate control over production, careful 
records as to consumption of material and labor must be 
kept, so that the cause of any marked fluctuations of the 
costs of the current period from those of former periods can 
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be investigated. The determination of factory cost makes 
possible a comparison of the policy of manufacturing with 
that of buying the manufactured article on the open market. 
This sometimes shows that manufacture is being carried at 
aloss. Again, the fixing of a sale price on the article, which 
while covering all expenses, shall at the same time leave a 
margin of profit, is a prime essential in every business. To 
be of the greatest advantage and usefulness, cost records 
should not only determine factory cost but they should ac- 
cumulate the data needed to predetermine the selling price 
with accuracy. 


Nature of Raw Materials and Supplies 

Materials or raw materials constitute the crude commodi- 
ties or semi-manufactured articles which are to be worked 
upon and fashioned into a new product. It is seldom that 
any factory takes its material in the raw form in which it 
comes from nature. The product of the mines goes through 
many degrees and stages of refinement and at each stage of 
the process some of it becomes the “raw material’’ for 
another class of industry. The term is therefore relative; 
that which is the finished output of one factory becomes the 
raw material of another factory, to be worked upon and given 
new forms. 

Auxiliary material and supplies are also made use of. 
Thus, certain parts such as screws, bolts, hinges, casters, 
fastenings, trimmings, and the like, are incorporated into the 
finished product without change of form or the application 
of any labor thereto. These also constitute a part of the 
raw material of the factory, their value as finished product 
being due to place utility rather than form utility. 

Supplies are to be distinguished from raw materials. 
This alsoisarelative term. In general, material which does 
not directly form a part of the finished product is carried 
under the head of supplies. Materials used in getting ready 
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or seasoning the raw material, i.e., auxiliary material, such as 
paint, putty, etc., the quantity of which used on each piece of 
product cannot be measured with exactitude and must 
therefore be spread over the entire product—these and sim- 
ilar items constitute manufacturing supplies. They are 
usually treated as a part of factory expense rather than as 
belonging to prime cost. 

There are also factory operating supplies. These com- 
prise the materials used in the operation of the factory. 
Repairs material, brooms, oil, waste, packing, nails, fuel, etc., 
are examples of this kind of supplies. These, of course, are 
classed with factory expense, also. 

The raw material which enters into prime cost is thus 
seen to be only that which can be charged directly to the 
particular product. All other material is overhead or 
expense. 


Accounting for Material Cost 


The problem of applying the cost of the material directly 
to the job is largely a problem of systematizing which requires 
the careful oversight and accounting for all materials bought 
and used in manufacture. Two general methods are em- 
ployed. Under the one, the old method of keeping record 
of all purchases and taking the inventory periodically to 
determine how much material must have been used in the 
processes of manufacture, is deemed sufficient. In a small 
factory making just one product—or a few simple products— 
where the conditions are such that the manager has an in- 
timate knowledge of all processes and can exercise personal 
control over them, fairly satisfactory results may accrue 
under this method, though the amount and therefore the cost 
of the material consumed in the product can never be known 
accurately until the inventory has been taken. 

The other method requires almost as accurate accounting 
for material as for cash. A stores room or department must 
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be established and a stores ledger installed. As materials are 
purchased and come into stores, they are classified in what- 
ever detail is desirable and charged to their respective class 
accounts kept in the stores ledger. As material is needed 
for manufacture it is drawn by properly authorized order 
on the stores-keeper. These orders are called “requisitions”’ 
and indicate the material needed and the job or product to 
which it is to be charged. The requisitions constitute the 
source of the credit entries to the various stores ledger ac- 
counts as well as the charges to the job or product. The 
balances on the stores ledger accounts thus show the amount 
of each class of material which should be on hand in the 
stores room. 

This method of keeping track of materials is known as the 
perpetual inventory system. By its use, it is possible to 
know without the taking of a physical inventory how much 
material is being used in manufacture and the cost of it. In 
this way much better control is secured over materials than 
under the physical inventory method. In keeping track of 
material values, of course, inward freight, cartage, handling 
and stores room cost must be loaded onto the invoice cost of 
the materials to arrive at the full cost at which they are 
issued for manufacture. 


Direct and Indirect Labor 

The second element of prime cost is labor. In factory 
accounting, labor is divided into two classes, direct and 
indirect. These are sometimes called productive and non- 
productive, terms doubtless carried over from the old 
economics which looked upon some labor as productive and 
some non-productive—necessary, it is true, but rather of the 
nature of a necessary evil. Direct labor is a direct cost as 
explained above. ‘That is, it is the labor of the workmen who 
apply themselves directly to the manufactured product as 
distinguished from the labor of those employees who plan. 
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lay out, and supervise the work of others. Direct labor can 
be definitely allocated to specific product or jobs, because it 
is applied directly to them. Indirect labor cannot usually 
be allocated to a definite product because it is applied to all 
the product, not being employed long enough or definitely 
enough on any specific product to justify keeping track of the 
time and charging it to specific product. Direct labor is a 
prime cost; indirect afactory expense. IJtis with direct labor 
that our present discussion is concerned. 

The problem to be solved in accounting for labor is not 
the determination of the total cost of labor used, as is part 
of the problem of accounting for materials, but the distribu- 
tion of that cost over the product. Determination of labor 
cost, except that accrued at any time, is a comparatively 
simple matter because the workmen have to be paid at regu- 
larintervals. Distribution of the labor cost over the product 
is more difficult. This necessitates keeping a record of the 
aniount of time spent by each workman on specific product. 
In that way the labor costs can be figured quickly and dis. 
tributed to the various products worked upon. 


Time-Keeping Records 

To keep track of the workman’s time spent on each unit 
of product, record must be kept by means of time cards, 
timekeepers, time clocks, or other similar device which will 
show the time at which work was commenced and the time 
at which it was finished or when the working force is trans- 
ferred to other work. The time card is arranged with space 
for number or name of the jobs or products worked on and 
the time spent oneach. Use of the hour or day rate of wages 
paid the workman gives the labor charge to each particular 
product worked upon. This time card, or its equivalent, 
may be kept by department foreman, a special timekeeper, 
or by the workman himself. At the end of the week or other 
period, these time cards are turned into the office and they 
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serve as the basis for making up the past week’s pay-roll 
or as a check against the pay-roll where some other source 
for the make-up of the pay-roll is used. 


Pay-Roll 


The pay-roll is merely a list of the names or numbers, or 
both, of the workmen, showing the time employed during the 
past period, and the rate of wages. A column to carry total 
amount due each workman is provided, as well as in some 
cases a place for the signature of the workman’s name to 
acknowledge receipt of payment. Provision may be made 
for other information, also, such as distribution of the labor 
cost to the specific product, but thisis not usual. When the 
time cards of the workmen are turned in, they are checked 
against foremen’s reports or sick notices. The total time 
spent by each workman multiplied by the rate of wages gives 
the amount earned by each man. From this may be de- 
ducted any claims, such as insurance, rent, store charges, 
hospital and sick benefit, giving the net amount due the 
workman. 


Safeguarding the Pay-Roll 


Since the pay-roll is such a frequent source of error and 
fraud, all possible safeguards, chiefly of an internal sort, 
should be made use of. Where possible, workmen should be 
employed through an employment department to which re- 
quests for men needed should be sent. Some form of card 
record should be kept for office files of all men taken on—and 
perhaps of all men interviewed. Additions of names to the 
pay-roll should not be allowed without authorization, and 
the payment of the men should not be made by the same 
clerks who make up the pay-roll. The pay-roll should be 
checked as to mathematical correctness and, where possible, 
as to the content of the roster, both before and after making 
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payment. Too often has the total of the pay-roll been 
changed after its correctness has been proven but before 
it has been presented to the treasurer to provide the funds 
needed, the thief pocketing the difference between the 
amount needed for payment of labor and the raised amount 
of the pay-roll. Checking before and after payment will 
prevent this. 

If payment is by check, the total amount of the pay-roll 
should be transferred by check to a special bank account 
on which the individual checks are drawn. If payment is 
in currency, this will be secured by check on the bank and 
the pay envelopes made up from it. Before drawing the 
currency, the individual amounts should be analyzed to 
determine the denominations of the coins and currency 
needed for filling each envelope. 

Methods of Pay-Roll Payment. On each pay envelope 
should be marked the name and the amount. One pay-roll 
clerk should count out the amounts, the other clerk verify- 
ing them and filling the envelopes. A very ingenious pay- 
roll machine can be used for filling envelopes with the proper 
amount. The total amount of the pay-roll is placed in a 
coin rack operated by a keyboard. As the amounts of the 
individual envelopes are set up on the keyboard, the coin 
rack delivers the correct amount into a chute which carries 
it to the envelope. At the same time the amount delivered 
is listed, making it easy, in case of error, to locate the envelope 
containing the wrong amount. When the envelopes are de- 
livered to the workmen, each man should identify himself 
in the presence of his foreman and give receipt for his pay. 
This is usually done by signing the pay-roll. The clerks 
making payment and the witnessing foremen should sign the 
pay-roll. Any unclaimed envelopes are returned to the 
treasurer to be held a certain length of time for claiming, 
aiter which time they may be diverted to other uses, though 
the liability for them must still be shown. 
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Distribution of Labor Charges 


Distribution of the labor charges may be made in several 
ways. The precise method must depend largely on local 
conditions. Ina small factory making only a few products, 
or where cost by departments is the desideratum, the voucher 
register may be provided with sufficient distributive columns 
to meet the requirements. At the time the pay-roll check 
is entered, it is distributed according to the labor cost in the 
various departments or on the various batches of product. 
This dispenses with a general pay-roll or labor account on the 
ledger. In a larger concern or one in which a more detailed 
distribution is desirable in order to secure definite and ac- 
curate costs on a diversified product, distribution on the face 
of the voucher register might not ke feasible. Here, the 
pay-roll check will be run through the register as a charge to 
pay-roll. When the desired analysis is made in accordance 
with workmen’s time cards or other sources of information, a 
general or cost journal entry is made, charging the proper 
accounts and crediting Pay-Roll. Or, and usually better, a 
“Pay-Roll Distribution Book” may be used. This book isa 
recapitulation of the time cards distribution sheets. Each 
time card must be analyzed according to jobs, product, or 
departments, and these distributions as summarized should 
as a matter of permanent record be entered in a recapitula- 
tion book. This, by being made a posting medium, becomes 
the pay-roll distribution book. Charges to the proper ac- 
counts are made from this book, offset by a credit of the 
total of the book to Pay-Roll account. Sometimes the 
pay-roll book itself carries distributive columns and can 
therefore be made to serve as a pay-roll distribution record. 

Accrued Wages. Distribution of wages accrued at the end 
of the fiscal period is perhaps best made through the general 
journal, although it can without much difficulty be run 
through the distribution book by making two recapitulations 
of the last week or pay-roll period at the end of the fiscal 
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period, the portion of the week belonging to the last fiscal 
period being summarized separately from the portion belong- 
ing to the next period. Both summaries, however, should be 
run through on the regular pay-roll voucher for that week’s 

wages. 


Expense 


The third item or element which goes into the cost of 
manufacture is factory expense. Under this head are in- 
cluded all the costs of manufacture excepting the prime cost 
elements of materials and direct labor. Indirect labor, fac- 
tory supplies, light, heat, power, repairs and maintenance 
to factory buildings and equipment, depreciation on factory 
buildings and equipment, rent, insurance, etc., constitute the 
main items under this category. These are the indirect 
costs of manufacture because, while just as necessary as the 
prime cost elements, it 1s impossible to allocate them directly 
to the product. How much of the cost of light, how much 
of repairs cost, how much of the cost. of factory supplies, etc., 
shall be charged to each unit of several different kinds of 
product constitute a problem on the solution of which de- 
pends the whole structure of accurate costing. Accurate 
distribution of materials and labor costs may be complex, 
but presents no real difficulties. It requires little more than 
careful and painstaking work. On the other hand, to secure 
an equitable basis for the distribution of factory expenses, 
and one which is at the same time a workable basis, is in 
some cases well nigh impossible. 

One common basis of distribution for all the factory ex- 
penses will not usually give satisfactory results. Each item 
of overhead must be considered separately and will often 
require a distinct basis of distribution. Thus, indirect labor 
is Sometimes distributed over product on the basis of the cost 
of the direct labor item in the product, on the theory that 
the cost of supervision is a cost of supervising the direct. labor 
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and so closely related and dependent on that cost. Under 
some conditions, the number of direct labor hours is used 
instead of the cost of direct labor. Again, the time the 
product is worked on in a given department is taken as the 
most equitable basis for distributing indirect labor costs. 
Power, where metered to a machine, may be charged tc the 
product on the meter basis. Where not metered, it may be 
charged on the basis of the time the machine is operated. 
So, every item of expense must be analyzed and effort made 
to secure an equitable basis of distribution. 


Summary of Manufacturing Cost 

Each unit of product, therefore, as it comes from the 
factory must carry its burden of cost composed of materials, 
labor, and factory expense costs. The sum total of all of 
these costs for all products—the entire output of the factory 
—will be the record of manufacture on the general books, the 
detailed record being carried in subsidiary books. At the 
close of the fiscal period when the temporary proprietorship 
activities of the business must be summarized, an entirely 
distinct group or section will be devoted to the activities of 
the factory because these costs must be shown separately 
from the others. For this purpose, the first section of the 
profit and loss statement and account is treated as the 
“Manufacturing’”’ section, and under it are summarized in 
two groups the prime cost elements of materials and direct 
labor and the factory expenses. The total of this manufac- 
turing section gives the cost at which the manufactured 
product is charged to the sales department of the business, 
and there this item takes the place of the cost of purchases 
in a business which buys its stock-in-trade. A detailed 
explanation of the manufacturing section as a part of the 
profit and loss summary is given in Chapter XXVII. The 
principles of cost accounting cannot here be developed fur- 
ther than this mere statement of the ends sought. 


CHAPTER IV 
THE BALANCE SHEET 


Business Methods under the Microscope 

The balance sheet is occupying an increasingly large 
place in all affairs of business and even of state, because the 
state is taking cognizance of business as never before. All 
phases of commercial activity are under the microscope. 
In these war times the government is tapping every available 
source of revenue. Kinds of property, property values, pro- 
fits, rates of profit on capital invested—all are under investi- 
gation and the publicity resulting therefrom should make for 
a better conduct of future business. All this is forcing home 
to the manufacturer and trader some very obvious but long 
disregarded principles of business conduct necessary to se- 
cure health and long life. And these timely lessons will be 
of even greater use in the struggle for world markets that is 
imminent. As an interested party to any condition of busi- 
ness, labor also is claiming the right to be heard. The 
public in its direct dependence on certain classes of corpora- 
tions for many of its necessities and most of its conveniences 
is also interested in the proper conduct of those businesses. 
As a factor in this increasing interest and scrutiny over busi- 
ness enterprises, exercised both from the inside and from ex- 
ternal sources, banks are exerting a large and beneficent 
influence. The extension of credit, both bank and commer- 
cial, is no longer done by haphazard rule-of-the-thumb 
methods as in days gone by. Every applicant for credit 
must prove his right to it, must show cause why he deserves 
it, must present evidence of financial condition and stand- 
ing on the basis of which the banker, the money iender, or 
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the seller will be justified in extending all or some portion of 
the credit asked. 


The Reading of the Balance Sheet 


Because, in these and many other ways, the balance sheet 
offers the readiest means of securing the necessary informa- 
tion, it becomes an increasingly prominent statement. 
Before a proper understanding of the balance sheet can be 
had, and therefore before it can serve the various purposes 
to which it can be adapted, certain principles governing its 
make-up, both astoform and content, should be established. 
A proper reading of the balance sheet cannot be made with- 
out a thorough grasp of these principles. 

The knowledge necessary for this is broadly of two kinds, 
viz.: (1) a knowledge of accounts, their technique, con- 
struction, and meaning; and (2) a knowledge of the principles 
of valuation as applied to business enterprises. The latter 
is not a domain of knowledge pre-empted by the accountant 
nor limited exclusively to his use. It touches more or less 
intimately all related fields of business endeavor. That is 
why the modern accountant needs a broad training and 
something more than a cursory knowledge of business prac- 
tices and conditions. He should have a close acquaintance 
with the fundamental currents of business life, its organiza- 
tion and finance, and its basis in law, if he hopes to measure 
up to present-day requirements. 

Thus not only is the accountant interested in the form 
and content of the balance sheet, but a proper understanding 
of it is valuable and increasingly necessary to all business 
men. In this chapter and those which follow, it is purposed 
to study these two problems of form and content, first estab- 
lishing the broad basic principles and then showing in detail 
how these apply to various conditions and particular data. 
This chapter will concern itself with the problem of the make- 
up of the balance sheet so far as it relates to form. 
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Definition 

George Lisle* defines a balance sheet as ‘a concise state- 
ment compiled from the books of a concern which have been 
kept by double entry, showing on the one side all the lia- 
bilities and on the other side all the assets of the concern at 
a particular moment of time.’’ Another writer says, “It 
is a cross-section of the business at a given instant”; and 
another, it is a ‘‘screen picture of the financial position of a 
going business at a certain moment.’’ As indicated by the 
first definition, an attempt is sometimes made to limit the 
term balance sheet to a statement made up from a double- 
entry set of books. With equal propriety it may be applied 
to any statement, whether made up from single- or double- 
entry books, or from any formal records, or from no records 
at all, which shows the assets and liabilities of a concern and 
the difference between them, i.e., the balance, as the item of 
net worth. 

To distinguish this latter statement from the balance 
sheet when used in the restricted sense above referred to, the 
title, “statement of assets and liabilities’’ is sometimes used 
but there seems little reason for the distinction. Here the 
terms will be used as synonyms. ‘The balance sheet then is 
a statement of financial condition as distinguished from a 
statement showing the operations of the business, and it is 
true only for a given moment of time. Theoretically the 
wheels of business are stopped momentarily, all operations 
cease, and a summary of the assets and liabilities then exist- 
ing with their balance shown as net worth constitutes at 
that moment the balance sheet—the financial statement. 


Relation between Balance Sheet and Trial Balance 

A balance sheet when made up from a double-entry set of 
books bears a close resemblance to the trial balance. ‘The 
trial balance is simply a list of ledger balances. Due to prac- 


*In ‘‘ Accounting in Theory and Practice.” 
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tical considerations in making the record from day to day, 
the ledger seldom reflects the true condition of the business, as 
there is no distinct separation of assets, liabilities, expenses, 
and income. Some accounts take on a mixed character, 
making necessary the periodic separation of their elements. 
This separation is effected by the adjusting entries explained 
inVolumeI. A trial balance of the ledger after the adjusting 
entries are made contains the data for both the financial 
statement and the operating statement. After the operat- 
ing data, i.e., the income and expenses, have been summar- 
ized through the Profit and Loss account and its balance has 
been transferred to some vested proprietorship account, the 
records left on the books relate only to assets, liabilities, and 
vested proprietorship. <A trial balance now taken—a post- 
closing trial balance—contains only balance sheet items and 
to all intents and purposes is a balance sheet. While, as we 
shall see, the form in which the data of the balance sheet are 
presented is a matter of serious importance, any showing of 
assets, liabilities, and net worth constitutes a balance sheet. 


Form of Balance Sheet 


A balance sheet is not an account, nor is it the statement 
of anaccount. It is simply a statement of assets, liabilities, 
and proprietorship, arranged in whatever form best suits the 
purpose. Where set up in parallel columns, it is frequently 
called the account form; when shown vertically on the page, 
assets followed by liabilities and the difference indicated as 
net worth, it is called the report form. A balance sheet 
therefore being only a statement cannot properly be said to 
have either a debit or a credit side. It is not a complete 
system for the record of the transactions of a business set up 
in debit and credit form for the sake of proof, although on its 
statement of fundamental equality may rest the whole 
scheme of debit and credit. While usually made up from a 
system of double-entry books and so often spoken of as the 
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goal of record-keeping, it may be made up from sources 
entirely extraneous to the books. 


Purpose and Uses 


The purpose of the balance sheet: is, as indicated, to show 
financial condition. It may be made also to show the 
amount of frofit for the period by elaborating the informa- 
tion given in the net worth section. If there has been during 
the period neither a withdrawal of any funds nor an addi- 
tional investment, a comparison of net worths as at the be- 
ginning and at the end of the period will bring out the 
increase or decrease in net worth and therefore establish the 
amount of profit or loss, though telling little or nothing as to 
its source. If there has been withdrawal or investment or 
both during the period, adjustment must be made on account 
of these before the amount of profit or loss for the period can 
be determined from the balance sheet. The balance sheet 
may thus be made to show profit, though that is an incidental 
rather than an essential purpose of the statement. 

As a statement of financial condition the balance sheet 
should make possible the determination of several facts. It 
may be used as the basis for short-time credit. If so, its 
purpose then is to show facts as to solvency. It may be used 
as the basis for floating a bond issue. If so, other groups of 
data in addition to the solvency facts must be held under 
view. It may be used for determining the advisability of 
an investment in the business. If so, its data must be 
examined from still another angle. In all of these cases 
the balance sheet must set forth clearly the relationship of 
the interests of the various parties in the business. The 
assets of a corporation are listed usually so as to show the 
total properties to which all the parties may look for the sat- 
isfaction of their claims. Of the claimants there are first, 
then, those whose claims are redeemable within a short time. 
Failure to meet these claims may mean insolvency. There 
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are those also whose claims are not necessarily of immediate 
urgency, though they may be. Inability to meet these 
claims may mean bankruptcy and dissolution. Finally, the 
owners themselves have a proprietor’s right only to any 
residue of assets left after the claims of all outsiders have 
been satisfied or are capable of being satisfied. Thus the 
balance sheet may serve many purposes. 


Types of Balance Sheet 


As the balance sheet must serve, or can be made to serve, 
several definite purposes, the best way to accomplish the 
end in view must receive careful consideration. It is here 
that the question of form enters. The various problems in 
connection therewith will next be discussed. 

As to types of form there are in the main two, the English 
and the Continental or American, both of them well stand- 
ardized, although many variations from the types are found. 
The chief difference between the two types lies in the showing 
of assets on the right side and liabilities and capital on the 
left under the English form, and a reversal of the sides under 
the Continental form. So much useless controversy has 
been carried on with such a waste of effort and words over 
the relative merits of the two types, that a writer now 
scarcely dares venture into the subject. As a matter of 
historical interest and information to the student, an effort 
will be made to summarize briefly the two positions. 


Origin of English Form of Balance Sheet 

In the development of record-keeping a stage was passed 
through in which every account on the ledger was closed. 
Not only were the temporary proprietorship accounts cleared 
through the Profit and Loss account, but all the remaining 
asset, liability, and vested proprietorship accounts were in 
like manner closed into a Balance account opened on the 
ledger for this purpose. The Balance account, after transfer 
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of the various accounts into it, became virtually a balance 
sheet and so was itself in balance. In this way the whole 
ledger was closed. The Balance account at this stage, so the 
controversialists maintain, represents, and was later adopted 
as, the Continental form of balance sheet. The ledger could 
not, of course, remain closed; it had to be reopened for the 
record-keeping of the next fiscal period. This was accom- 
plished by credit entries to transfer the assets, and by debit 
entries to take out the liabilities and vested proprietorship. 
These reopening entries as appearing in the Balance account 
represent the English form of balance sheet. 

This explanation of the origin of the two forms is ingenious 
and even plausible, although not synchronizing historically 
with the lapse of use of the Balance account. Others have 
attempted an explanation on purely logical grounds. These 
hold to the theory of the personality of accounts, which 
looks upon the business always as an entity distinct from its 
owners. Here, the English form of balance sheet is said to 
be the statement of account rendered by the business to its 
owners, whereas the Continental is the account given by the 
owners to the business. A. Lowes Dickinson,* in discussing 
the two forms, says: ‘‘The balance of argument would seem 
to favor the latter (English) on the theory that a balance 
sheet is intended to set forth the position of the owner of the 
property, who should therefore be credited with what he pos- 
sesses and charged with what he owes.”’ 

Quite opposed to this view is the position taken by an 
English authority, George Lisle.t He says: “Why... . 
the assets which are on the debit side (of the ledger) f 
and the liabilities which are on the credit side, as accord- 
ing to the principles of accounting they ought to be, should 
change places (in the balance sheet),{ it is impossible to 


* In ‘“‘Accounting Practice and Procedure.” 
} In ‘‘ Accounting in Theory and Practice.’ 
{ Material in parentheses is author's. 
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justify. The custom seems to have arisen through the in- 
fluence of the forms given in Acts of Parliament, chiefly The 
Companies Act, 1862, which must have been prepared by 
those unacquainted with the theory of accounts. The 
Profit and Loss account is taken from the ledger, and the 
sides are not transposed, and there is no logical reason why 
the sides in the balance sheet should be reversed... .. 
The form of balance sheet in which the assets appear upon 
the left side is both theoretically the correct form and in 
practice is the most convenient form to use. .... Prior to 
about the passing of The Companies Act, 1862, it was the 
form chiefly adopted in England, but is so no longer.” 

R. H. Montgomery* proposesa psychological explanation. 
He says: ‘The only sound reason the author can think of for 
the custom is that a conservative Englishman looks for his 
liabilities first and then looks to see if he has enough assets 
to discharge them. .... that the average American looks 
for his assets first and subsequently glances at his liabilities 
‘in order to assure himself that his excess of assets is as much 
as he believes it to be.”” Regardless of the origin of the two 
types and their respective merits, a balance sheet is every- 
where used to show assets, liabilities, and net worth, and 
less and less regard is being paid to debit and credit or left 
and right sides, technical form giving place to an elasticity 
in the method of showing adapted to accomplish definite 
purposes. 


Variation of English Form 

A variation of the English form of balance sheet is seen 
in the make-up of the balance sheet for British public service 
companies. These companies are authorized by special act 
of Parliament to raise money for designated purposes. The 
act, therefore, requires as a part of the statement of finan- 
cial condition the rendering of an accounting of the re- 
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ceipts from sale of stock and bonds. Accompanying the 
financial statement, orrather as a part of it, is the statement, 
“Receipts and Expenditures on Capital Account,’’ comprising 
the fixed asset and liability sections of the ordinary balance 
sheet. Illogical as it may appear in view of the usual Eng- 
lish practice, this account is credited with the capital stock 
and bonds issued to establish the undertaking, and is 
debited with the fixed assets in which the capital funds have 
been invested, the intent of the law being that the capital 
funds raised should be applied to purchase of fixed equip- 
ment with which to earn revenue and that all other expendi- 
tures should be made from revenue. If the fixed assets 
exceed at any time the fixed liabilities and capital, it means 
that the excess has been supplied out of revenue. If the 
reverse is true, it means that capital receipts are being used 
as working capital. Any balance is carried down to the 
second part of the financial statement known as “General 
Balance Sheet,’’ in which arrangement of the two sides is 
made according to English custom. The act authorizing 
this double-account form of balance sheet allows the valua- 
tion of the fixed assets always at cost, on the theory that 
their maintenance in a state of constant good repair and 
efficient working condition constitutes a charge against 
revenue and hence that depreciation need not be considered. 

It has been suggested that the double-account form of 
balance sheet, or rather the law on which it rests, has been 
responsible for the decisions in the cases of Lee v. Neuchatel 
Asphalte Co. and Verner v. The General and Commercial 
Investment Trust, Ltd., reference to which is made later 
in Chapter XXII, “Profits,” and Chapter XXIV, “Divi- 
dends.”” Here the decisions rested on the distinction be- 
tween fixed and circulating assets and declared in favor 
of the maintenance of the capital funds invested in circu- 
lating assets but not necessarily of those invested in fixed 
assets, The following illustrates the double-account form: 
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THE EAST AND WEST RAILWAY COMPANY 
RECEIPTS AND EXPENDITURES ON CAPITAL ACCOUNT 


6g 


Railroads, Fran- 
chises and Other 
PiOpeLrties.. 4% + .$4 0,000:00 

Current Expendi- 
tures for Con- 
struction and 
BGlitpment.....- 

Investments in Oth- 
er Companies... 

Securities in Hands 
Ol lOruStee.. . ok. 

Balance carried to 
General Balance 
MCC tae cs ei eas 


65,000.00 
50,000.00 


15,000.00 


35,000.00 


$575,000.00 


Capital Stock: 
@ormainlonheemer 


. . . $200,000. 
PRET os cory | PRAY 
Debentitit cae aans 1 OOO; 


Funded Debt: 
General Mortgage 


IBoOndsen ent £50,000" 
Equipment Trust 
IBOINES os Ga cin IKO@feLerey 


$575,000. 


GENERAL BALANCE SHEET, DECEMBER 31, 1918 


OG 


feye) 


[ofe) 


Capital Account, 
credit balance.... $35,000.00 
Special Betterment 


[Cin Clen ey uayeitracie an LS OOCTOO 
Accrued Expenses.. 1,500.00 
Dividends Payable... 17,500.00 
Accounts Payable.. 25,000.00 


$94,000.00 


DE CULTS uc tee oes 
Prepaid Expenses... 
Accrued Income.... 
Accounts Receivable 
Materials and Sup- 

LEST Blew okay chy 
Casters centre acme 


$50,000. 
750. 
apo H toys 
25,000. 


10,000. 
7,000. 


$94,000. 


It will be noted that the sides of the capital account 
follow the debit and credit order of the ledger, whereas the 
general balance sheet reverses that order—an inconsistency 
for which even the English do not attempt explanation. 
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Balance Sheet Titles 


The title of the balance sheet is fairly well standardized. 
Other titles are sometimes met, such as Financial Statement; 
Statement of Assets and Liabilities; Statement of Resources 
and Liabilities; Statement of Assets, Liabilities, and Capital; 
Statement of Financial Condition; etc. The title ‘Balance 
Sheet’ seems best. Though not so fully descriptive as some 
of the other titles, it is generally understood and has not the 
objection of inadequate descriptiveness and unwieldiness 
often raised against the other titles. There is a similar vari- 
ation in the titles used for the three main groups of items 
shown in the balance sheet, viz., assets, liabilities, and net 
worth. Obviously, portions of some of the general titles 
cited apply here with equal appropriateness. In addition, 
we find in use or suggested as appropriate, Property and 
Assets, Active and Passive, Debit and Credit, Positive and 
Negative, Proprietorship, Capital and Surplus, Capital, etc. 
None of these suggested titles have met with favor in prac- 
tice, but they have served the worthy purpose, perhaps, of 
providing fuel for academic controversy. ‘The titles, Assets 
or Resources, Liabilities, and Net Worth or Capital, seem 
thoroughly established and seem to cover the need. 


Grouping and Classification 


In the matter of classification and arrangement of the 
items under these main groups there is room for greater 
diversity both in practice and in theory. The need and 
purpose of classification and arrangement is obvious. While 
any statement, list, or schedule which shows assets, liabilities, 
and net worth may properly be called a balance sheet, only 
by a careful grouping and formulation of the items can their 
mutual interrelations and proper dependence be shown. 
Not only does the bringing of similar items into groups put 
them in proper perspective, but the arrangement of the 
groups to show their relations to one another makes for a 
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more intelligent interpretation of the balance sheet. The 
controlling principle underlying classification of the items 
into groups 1s, in the main, their relative degrees of liquidity. 
Sometimes other factors, such as emphasis, perspicacity, 
publicity, and so on, bring about groupings which differ 
somewhat from those based solely on degree of liquidity. 
Thus it may be desirable to call particular attention to, say, 
the permanent investments of a concern, to the condition of 
its sinking and other funds, to the amount of new construc- 
tion and betterments for the current period, or to the values 
tied up in intangible assets. No hard and fast rule can 
therefore be followed; elasticity, flexibility to the desired 
purpose are working rules which must underlie any scheme 
of classification. 

As to titles for the various groups, one finds many. ‘The 
current assets are variously styled Quick, Floating, Liquid, 
Circulating. As a sub-group under Current or as a separate 
group we find Working and Trading assets. Other groups are 
Fixed or Capital, Investments, Sinking and Reserve Fund 
Assets, Deferred Charges to Operation, Deferred Assets, 
Deferred Debits, Suspense Debits, with similar titles for 
corresponding credit items, Contingent Liabilities—in short 
almost any title which seems best to fit the needs of the par- 
ticular case. Some of these may need some explanation. 

The distinction between current and working assets is a 
somewhat fine-drawn one, although well taken under certain 
circumstances. Where the two groups are used, current as- 
sets include the cash, receivables, and temporary investments, 
and the working assets group (or working and trading as- 
sets as it is sometimes captioned) includes the stock-in-trade 
(finished goods, goods in process, and raw materials), sup- 
plies of all sorts used in preparing the goods for sale or in 
making the sale, office supplies, working funds 1n the hands 
of branches and agents, and the like. ‘The line of demarca- 
tion between the two groups is not always clearly drawn, 
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some placing the stock-in-trade among the current assets, 
others putting finished stocks in the current group and pro- 
cess materials in the working group. There is apt to be an 
overlapping also between the working and the deferred 
charges groups, supplies of various sorts often being treated 
as deferred charges to operation. Capital assets are fixed 
assets—the plant and those assets in which the capital must 
first be invested before revenue can accrue. When the 
group of capital liabilities is shown it usually includes both 
the long-term obligations incurred for raising capital as well 
as the capital stock. This unfortunately does not recognize 
a distinct section for the net worth items. 


Arrangement of Groups 

The arrangement of the groups among themselves, while 
showing variations, offers few important matters for con- 
sideration. Here, also, the principle of degree of liquidity 
controls. The arrangement is sometimes from fixed to 
liquid but rather more frequently from liquid to fixed. If 
the chief interest 1n the balance sheet is as to the amounts of 
capital invested in properties and the growth of such invest- 
ments, it is claimed that the fixed asset group should be 
shown first. This might be the case with railways, steel 
corporations, and other large concerns wherein the ratio of 
the fixed assets to the current is large. In other concerns— 
and these constitute the larger number—chief interest centers 
in the current group. Here, the ability to pay dividends, to 
extend a sales market through carrying larger stocks of mer- 
chandise, to secure credit, are the items of chief moment. 
It is contended that in these cases, the order of the groups 
should be from current to fixed. 

Whatever grouping is made for the assets, a similar ar- 
rangement of groups must be insisted upon for the liabilities; 
it is the placing in juxtaposition or the same relative positions 
of similar groups among the assets and liabilities whick makes 
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for an easily intelligent reading of the statement. After all, 
the order of the groups, as from fixed to current or vice versa, 
is of small importance in comparison with the similar ar- 
rangement of both assets and liabilities and with the surety 
of the proper content of each group. The thing to be sought 
is the arrangement which will facilitate comparison of similar 
groups. A rather serious objection to the ‘‘fixed to current” 
arrangement is that it almost invariably necessitates the 
separation of the net worth elements. Thus, capital stock 
and long-term bonds are grouped together at the top for 
comparison with the fixed assets; the remainder of the net 
worth—surplus and reserved profits—must be shown at the 
end. The group of all net worth items together compels a 
general scheme of logical grouping from current to fixed. 

A difference as to order is also found in the placing of 
deferred charges to operation. Regardless of the scheme of 
general grouping, one frequently finds the deferred charges 
placed as the last group. ‘This also seems illogical. Only 
items of prepaid operating expenses should be included in that 
group. Such prepayments, while made in the one period, 
are properly chargeable to the next. Their effect, there- 
fore, is to bring about a saving of the cash and other current 
assets for other uses during the next period. They are thus 
nearly related to the current group and could without any 
serious violation of principle be included thereunder. For 
the sake of emphasis and a more open showing, they are best 
shown in a group by themselves immediately following the 
current assets. 

The intangible assets, good-will, franchises, patents, etc., 
are usually included among the fixed assets. Where so 
shown they should be given unmistakable titles and are 
best set up at the end of the group so as not to be covered 
and lost among the other items. A suggested scheme of 
grouping which will make an intelligent showing for most 
purposes follows: 
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Assets: Liabilities ¢ 

1. Current Assets 1. Current Liabilities 
2. Deferred Charges to Opera- 2. Deferred Income 
3 


tion . Fixed Liabilities 
3. Investment of Reserves 
4. Permanent Investments Net Worth: 
5. Fixed Assets 1. Capital Stock 
2. Reserves of Profits 
3. Surplus 


The content of these groups and any further explanations 
necessary are treated in the chapters which follow, where the 
detailed application of principles is discussed. 

As stated above, the important desideratum is a like 
arrangement of groups to facilitate comparison and care to 
secure the proper content of each group. Within the group 
itself, while the arrangement of the items is not so important, 
the principle of degree of liquidity should govern here too. 
Whatever the order of general arrangement of the groups, 
the same order may well be observed for the items within 
the group. 


Report and Account Forms 


Something should be said with regard to the merits of 
the two methods of arranging the three main classes of 
items, 1.e., assets, liabilities, and net worth, on the balance 
sheet. As previously stated, the method known as the re- 
port form makes a vertical showing of the classes, while the 
account form shows the items in parallel columns. The 
one lists the assets and from their total shows the subtrac- 
tion of the total liabilities which are in a subjoined list. 
This difference, representing net worth, is explained in detail 
as to the portion represented by capital stock, surplus, ete. 
The account form method lists the assets in one column and 
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the liabilities and net worth in a parallel column, bringing 
about a balancing of the two columns. 

For the report form, it may be said that this method fol- 
lows the reasoning of the average business man, particularly 
the man unacquainted with accounts, who subtracts his 
liabilities from his assets to find how much his present net 
worth is. The account form rests on the fundamental 
desire, deep-rooted in the system of double-entry book- 
keeping, to show the two sides in balance. It may be looked 
upon as the technical form and therefore well adapted for 
publication purposes. It secures also a convenient juxta- 
position of groups for purposes of comparison. The one 
may be regarded as non-technical, easily within the intelli- 
gent grasp of the layman; the other as technical and ad- 
dressed to those trained to read that form of statement. 
As previously stated, any method of showing which fails to 
list separately the three distinct classes of assets, liabilities, 
and net worth is not usually to be justified; a mixture of net 
worth and liabilities is bad. Omitting detail, the two follow- 
ing type forms meet the conditions laid down above: 


REPORT FORM OF BALANCE SHEET 
Assets 

Current Assets: 

(GACH ee dee T en ee itech: 6. os: Dery Geta 

INECeIVa DCG emer. SERTME LIT S Mi ots eWRIns cae. ae 

(SHoiclle-Thi- Sl DrpayorS ae iiess ke Au 2 aa OME) pence rey egies Mee wn PA a eaenra 
Deferred Charges to Operation: 

(Seerochieditles) yo Narata cial -te-s b Sienedats oe. vars 
Investment of Reserves: 

‘Swicikahaver airovel) Owincip IWAN 5 22 5685 o5c8 46 
Permanent Investments: 

(Held tor ‘purposes of control)... 22. aa 4 
Fixed Assets: 

(eisiate = eres hie bie le as 2 Aver eee ete tae Ren hog ee 

TD ORCHMORATSIING Sh C.oNd 3b. PRO Deed Ole cicann Seo oras aed 

COOd a=W alle Cy cers tie ie eters sno aei wach een sbescis! Bate ol hes 

MOLL ENSSCLST Se ona ont eM MI Rioters ick tl cae FW sre aes 
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REPORT FORM OF BALANCE SHEET—Continued 


Liabilities 
Current Liabilities: 
Notes) Rayablevs .c.vsn eet cl-er hes aoe es 
ANPAGIS (CHIRGHHUONS ooo Go ad co oo aoe 50 oo OO GA 
Weeried Expenses... acaeate cuss ea 


Deferred Income: 
(See Sola@eltille) og co no 5056 05 de os Gono dob on 
Fixed Liabilities: 
A eVonata stot Oe Ln hee eneE Ag be ee Een, Ove 
Lome Weird, IN@WES 509 ccono0 ce 
ARCA WilowlinieSs 550406 kaj 


Net Worth cn 


Represented by: 
Capital Qtacles gun a. acre cr ataceae renee 
Ryser OH IPOS ay oo oo 0 60 Fh ao onic. BuO 
DUC PL Se..ccvapak poe reuenchictte as sic eucategsue dean io stonelr 


Aenea! INS NWGiEe soo 5 oo ns oc coeb ee sono Seen oem 


Account ForM OF BALANCE SHEET 
Assets Liabilities and Capital 
Current Assets: Current Liabilities: 
Gach ere ceea he ee Niowes Payailclles sofbas cc 
INeweiva lessee meen Trade Creditors... 
SOOM AERACIS, oo oo onthoa ac INGCHUSE! IDIGISSMNES 5 6 oo a8bac sc 
Deferred Charges to Opera- Deferred Income: 
tion: (See Schedules)........ 
(Seé Schedules),....... 3..5 | Pixed Liapiliiess 
Investment of Reserves: ISKEDMES Gos oA od Shoe od 
Sinking and Other Long-Term Notes.... aie 
eudSece aera ee Total Liabilities.....$.... 
Permanent Investments. Net Worth represented by: 
Fixed Assets: Capital stock... ian. 
Piano see sere ae Reserves of Profits..... 
DCEO SINS Miro Aig a0 oa Ab Sache aed <6 Soo 
Good=Will-etc.2) 2.0. se ao 


Total Liabilities 
see See | and’ Capivaly oak | 


Total Assets 
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Valuation Accounts 

Nothing has been said thus far concerning the showing 
of valuation accounts on the balance sheet. Two different 
practices are met with. Sometimes such accounts are listed 
with the liabilities, and there is a sense in which they may be 
regarded as liabilities. Rather, however, they should be 
looked upon as credits to asset accounts, held temporarily in 
suspense until they can be definitely allocated to their assets. 
They are offsets to show the appraised values of the various 
properties. As such, therefore, they are best shown as 
deductions from their corresponding assets with the ap- 
praised value full-extended. This applies to both the debit 
and the credit valuation accounts. A full discussion of these 
and other reserves is given in Chapter XXIII. 


Statutory Requirements as to Frequency of Balance Sheets 

Excepting in the case of corporations, there are few, if 
any, compulsory regulations governing the frequency of 
balance sheets. Some of our tax laws have brought about 
an increasing regularity with regard to the issuance of formal 
statements, both balance sheet and profit and loss. England, 
France, and Germany require a formal statement from cor- 
porations once a year. In this country, most states require 
some form of statement but oftentimes the requirement is 
so indefinite or so inadequately or half-heartedly enforced 
that the statement submitted is of little value. On the other 
hand, some classes of financial and public service corporations 
are required to present full and adequate reports periodically, 
at least once a year. In the case of national banks five re- 
ports are asked for; in the case of savings banks in some 
states two reports are required. 


Condensation of Information in the Balance Sheet 


The relation of the formal balance sheet to the post- 
closing trial balance needs further consideration. It has 
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been stated that a post-closing trial balance is essentially a 
balance sheet. As the purpose of the latter is to present a 
bird's-eye view of financial conditions, much of the detailed 
information shown in the post-closing trial balance must be 
condensed and consolidated with similar items, so that only 
totals are shown on the balance sheet. Just as the purpose of 
the ledger is by a process of analysis to secure detailed in- 
formation for use in the current control of the business, so 
the balance sheet by losing sight of the detail and by setting 
forth the fundamental currents of business life and health, 
provides the data for the larger aspects of control. How far 
this process of condensation should be carried depends largely 
upon the use to which the balance sheet is to be put. A 
statement of financial condition to be issued to the public— 
stockho'ders and outsiders—can well omit data which would 
be required for internal use. Care must always be taken in 
condensed statements to avoid consolidation of detail in 
such a way as to render the statement misleading. The 
English Companies Act of 1862 provided that the ‘auditors’ 
report should state whether in their opinion the balance 
sheet was a ‘full and fair balance sheet’ containing the par- 
ticulars required by the company’s Articles and ‘properly 
drawn up so as to exhibit a true and correct view of the 
company’s affairs.’’’ This represents the proper attitude for 
every accountant to assume in the making of statements. 
This is not meant to require the publication of information 
which is the private property of the business. The phrase, 
“full and fair,” must be interpreted to mean sufficiently 
full, and only so much so that it will be fair to both parties. 
The company is entitled to withhold legitimate information 
the publication of which would be detrimental to it, and not 
to do so would be unfaithful to the proper guardianship and 
protection of its interests, and this in turn would bring 
about dissatisfaction with the management and oftentimes 
ill-feeling among the owners, 
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Use of Supporting Schedules 

By means of supporting schedules, as illustrated and dis- 
cussed briefly on pages 411 and 412 of Volume I, it is possible 
to carry condensation to almost any desired degree and still 
have available all necessary detail in the accompanying 
schedules. What items in the balance sheet should be sup- 
ported by schedules and what should not, must be deter- 
mined by the conditions peculiar to each case. Here again, 
the determination rests largely upon the use the statement is 
to serve. The informational content is therefore largely de- 
pendent upon the purpose for which the statement is drawn. 

Balance sheets may serve any one of the following pur- 
poses: 


I. Internal use by proprietor or manager. 

2. Formal report “o stockholders. 

3. Asa basis for application for credit. 

4. For publication or report to regulating or supervis- 
ing commissions. 

5. For annual report to the state. 

6. For advertising purposes to float new issues of 


bonds, preferred stock, etc. 


When used for some of these purposes, oftentimes condensa- 
tion is made a convenient method of bringing about a mis- 
representation of true condition. Of course, no justification 
can be found for this, 

Emphasis has already been placed on the necessity of 
choosing titles and captions which shall indicate clearly the 
nature and content of the transactions or data recorded 
thereunder. Statements of condition which are misleading, 
whether with intent or by chance, are to be condemned. 
As H. R. Hatfield* so well summarizes, the lack of clearness 
and consequent misunderstanding of the balance sheet are 
due in the main to three causes: (1) vagueness of terminology ; 


* In ‘Modern Accounting.” 
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(2) purposeful misrepresentation; and (3) the very nature 
of accounting itself which so largely rests on estimates rather 
than on facts of definite determination. Some of these 
troubles have their origin in the form of the balance sheet, 
the manner of showing the items; while the others inhere in 
its content. It is to a study of the content of the balance 
sheet from the standpoint of the statement of values, with 
the emphasis on quantitative analysis, that we now turn. 


CGHAPTERVV 
GENERAL PRINCIPLES OF VALUATION 


Content of the Balance Sheet 

The problems of content and valuation strike at the very 
heart of the balance sheet. Form, framework, and method 
of presentation are important and their usefulness should not 
be discounted. Particularly is this seen to be true from the 
standpoint of availability of the information presented and 
facility in its interpretation; but the meat of the balance 
sheet is its content. In connection with this, two points 
demand consideration, viz.: (1) what items shall be ad- 
mitted to a place in the balance sheet; and (2) on what 
basis shall they be admitted, this latter being the problem of 
valuation. . 

The first question can be answered without much trouble. 
All properties owned and all liabilities incurred must find a 
place in the balance sheet. The properties belonging to a 
business include both the tangibles and intangibles, rights 
and claims. Most of these have cost value, some may have 
been gifts. All the assets must, therefore, be listed. Simi- 
larly, the liabilities, all those things which represent debts 
owed by the business or established claims against it, 
must be given place in the balance sheet. Neither from 
the assets nor the liabilities must there be allowed omission. 
As stated in Chapter IV, as to content, the balance sheet 
must be “‘full and fair.” Some classes of items, known 
as contingent assets and contingent liabilities, will be dis- 
cussed and their place determined as they are met. The 
net worth items, in whatever detail desirable, must also be 


included. 
SI 
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Valuations for Rate Regulation 

The second problem as to the basis on which items shall 
be valued for the balance sheet is our chief problem. The 
general question of valuation may be viewed from so many 
points that definition of its meaning here is necessary. 
Principles that are applicable to valuations for one purpose 
frequently cannot be made to serve another purpose. Be- 
cause of the agitation in recent years relative thereto, when 
the problem of valuation is mentioned it is associated almost 
invariably with public service corporations. Most of the 
so-called valuation work has been done in connection with 
railroads, water companies, gas and light companies, etc. 
Here the issue of regulation isinvolved. Regulation of rates 
is price regulation and therefore regulation of profits. The 
purpose of valuation in connection with public utilities is the 
determination of the amount of investment on which rates 
must be so regulated as to secure a return based on fairness 
and equity to all parties. 

Where such valuations have been made they have not 
proven entirely satisfactory and it is placing too great 
faith in human kind to expect the satisfaction of all parties 
with the results of any valuation. Where the properties 
involved have not been exceedingly complex and have been 
fairly well localized, results have seemed to justify the effort; 
but in the case of a large and complex plant covering widely 
separated areas and serving many and different communities, 
as is the situation with railroads, in the minds of many the 
results obtained in such instances are of doubtful value when 
compared with the effort and cost expended. Though much 
can be learned from such valuations, the principles underly- 
ing them differ at many points from those which must control 
in valuations as applied to commercial balance sheets. It 
is in connection with public service valuations that very 


valuable studies of the depreciation problem have been 
made. 
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Valuation for Sale and Purchase 

Again, valuations and appraisals are often made in cases 
of prospective sale and purchase negotiations. While most of 
the determining principles are the same, not all apply to our 
problem of going concern valuation. Thus, the plant to be 
purchased may not be continued in its present use but must 
be adapted to other uses. Results secured towards control- 
ling the market by means of this purchase may make the 
plant much more valuable than its physical worth. Ele- 
ments of “‘going concern” and good-will call for valuation in 
the case of a purchase and sale transaction and are frequently 
not present in commercial balance sheet valuations. These 
last questions touch closely our problem and will receive care- 
ful consideration in their proper places. 


Other Kinds of Valuations 

There are several other kinds of valuations, all more or 
less closely related to commercial balance sheet valuations 
but differing from them in some respects because of their 
differing purposes and ends sought. ‘The chief of these are: 
(1) valuations for purposes of fire loss adjustments; (2) valua- 
tions for purposes of liquidation to satisfy creditors and deter- 
mine the owners’ equities, as in bankruptcy and voluntary 
dissolutions; and (3) valuations for purposes of taxation. 
In all of these cases, many points of similarity to, and of some 
differences from, our present problem are found. In the 
first and third kinds enumerated, there is marked similarity, 
but the problem in the case of the income tax is not so broad. 
In the second kind, the problem 1s entirely different, as values 
have to be determined on the basis of forced sale. 


Going Concern Valuation 

The kind of valuation to be treated here may be called 
“going concern’’ valuation. By that will be meant the 
values at which the various items shall appear in the balance 
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sheet when viewed from the standpoint of a concern which 
expects to continue operations—a going concern as con- 
trasted with one which is facing dissolution, reorganization, 
sale, or other eventuality. As stated above, the principles 
of going concern valuation are not distinct and separate, 
except in a few instances, from those governing the other 
types of valuation referred to. Oftentimes they are the 
same principles applied in the same way because the purpose 
is practically the same; again they are the same principles but 
applied differently in order to serve different purposes; and 
finally they are sometimes entirely distinct principles because 
the purpose to be served is entirely different. 

It is not purposed in this treatment of valuation to set 
forth the points of variance and sameness with the other 
types; that is beyond the scope of the present volume. 
Endeavor will be made to set forth clearly underlying prin- 
ciples and their detailed application to the chief items met 
in the average balance sheet as viewed from the standpoint 
of a going concern. Elsewhere, notably in Chapter XX XV, 
some principles of another type of valuation will be discussed. 

In any consideration of valuation, it is necessary to seek 
out the sources and kinds of value to determine in the one 
case its basis, and in the other to establish the type of value 
applicable to the given conditions. Value is not of spon- 
taneous origin; it cannot be created out of nothing. Here 
it is not intended to search for causes of value or to inquire 
into the forces back of them. ‘The author is content to leave 
that to the economist. 


Kinds of Value 


Various kinds of value are established facts of the world 
of business and by their sources, as the term is used here, is 
meant the information which vouches for or establishes the 
fact of value, rather than a search for the cause of it. Thus 
we find, among others, the following kinds of value: 
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Cost value 

Market value 

Sales price value 

Reproduction cost value 

Scrap, Salvage, junk, or break-up value 
Service value 

Present or depreciated value 

Tangible or physical value 

Intangible value 

Taxable value 

Il. Earning value or earnings-capitalized value 
12. Liquidation or forced-sale value, etc. 


eee ei it a eee 


Lal 


It is to be understood that these various kinds are in no 
Sense mutually exclusive and separate; they are met in the 
common vocabulary of men of affairs, are construed loosely 
in most cases, but have quite technical connotations in some 
places. Any of the terms employed here will, whenever neces- 
sary, be defined. Thus, in accounting, by cost value is usu- 
ally meant full cost of a product or other asset in position 
ready for its intended use. 


Source of Data as to Values 

The sources of data as to values are several. Where 
double-entry books are kept, the original cost of the various 
assets can usually be secured from the books of account, 
barring errors of principle and omission in making the record, 
If not found there (as is often the case where single-entry 
books are kept), the original purchase invoice gives the chief’ 
item of cost, but does not usually show any inward-carrying 
or placement costs. Where there is a formally established 
market, this may give the information as to value when no 
book entries are available. Quoted prices in trade catalogues 
or lists as of the date of purchase, offer another means of 
procuring the information. Sometimes, even the memory 
must be relied upon. 
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Present values of properties purchased formerly may be 
determined on the basis of original cost adjusted to take 
cognizance of depreciation and, sometimes, of appreciation. 
This adjustment is made in the light of the best available 
experience. The amount of the adjustment is sometimes 
called an ‘‘experience figure.”’ Stated otherwise it is an 
estimate made on the basis of past experience with some 
regard to future contingencies. This estimate may be made 
by some one within the organization—manager, owner, 
etc.—or by regular appraisal companies who specialize on 
this kind of work. Usually, however, the appraisal company 
bases its value on present cost less depreciation—a reproduc- 
tion cost value. 

Again, for some purposes the statement of earnings as 
giving the amount to be capitalized becomes the source of 
values. As has been seen, however, earnings themselves 
contain many elements which rest on estimated values. 
In almost all instances there is an element of speculation— 
an estimate—in the determination of values. 


Cost Value the Usual Basis 


The values which are, for the most part, shown in the 
commercial balance sheet are cost value or adjusted cost 
value. Occasionally, values which bear only an indirect 
relation to cost must be taken into account. The determina- 
tion of cost value is sometimes a comparatively simple 
matter, as where the source is a purchase invoice, but more 
often it involves numerous other costs in addition to those 
shown by the purchase invoice, both definite and indefinite, 
i.e., estimates. It is in connection with the determination 
of cost that the proper segregation of the so-called capital 
and revenue charges is of vital importance. An effort will 
be made to formulate the distinction between them so as to 


give a working rule for their determination under most cir- 
cumstances, 
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Definition of Capital and Revenue Expenditures 

Capital expenditures may be defined as expenditures ot 
funds or other assets on capital account. In accounting 
language, they may be said to be those expenditures which 
result in charges to some asset account. They may some- 
times ultimately result in a charge to a liability account by 
the conversion of the asset to the decrease of the liability. 
Expenditures of capital may be made on account of expenses. 
This can occur only when revenues are insufficient to meet 
all expenses. Such expenditures of capital bring about an 
impairment of capital. As the term is generally used, how- 
ever, capital expenditures have the meaning first given. 

Revenue expenditures may be defined similarly as ex- 
penditures of funds or other assets on revenue account. 
That is, such expenditures must be booked as charges to 
expense accounts. They represent the expenses incurred in 
the earning of the revenue, and measure its cost. Just as the 
original capital fund, through its expenditure, must provide 
the plant and equipment with which to work, so the other 
expenditures necessary to prepare and market the product 
must provide the revenue out of which to meet these expendi- 
tures and secure a margin of profit; else there is encroachment 
upon the original capital funds. 

A few other terms need definition by way of differentia- 
tion from these. The term ‘‘capital receipts” is used to 
differentiate receipts of funds from the sale of capital stock 
or the sale of capital or fixed assets, from funds or other 
assets received from revenue or profits sources. ‘Thus, upon 
the sale of any asset which was originally purchased out of 
capital, the receipts therefor must first be applied to take 
the place of the capital expended for the asset, and any bal- 
ance not used for the first purpose is then a receipt of revenue. 

The term “capital expense”’ is sometimes used to indicate 
the group of expenses incurred in providing the capital needs 
of the business. They are the financial management ex- 
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penses as the term is used in Volume I. Opposed to capital 
expenses are the capital income or revenue items. ‘These are 
the receipts or income from portions of the capital employed 
otherwise than in the purchase and sale of commodities; 
or the income which represents savings effected through 
the handling of the funds of the business as distinguished 
from income derived from the handling of stock-in-trade. 
They are deductions from the financial management ex- 
penses. 

Capital and revenue expenditures are thus easily dif- 
ferentiated on paper. It is in the application of the defi- 
nition to situations as they develop in practice that 
difficulty is encountered. Some of these situations will 
be examined with the purpose of determining the applica- 
tion to them of the distinction between revenue and capital 
expenditure. 


Organization Expenses 


Upon the organization of a new enterprise the distinction 
between capital and revenue expenditures can usually be 
made without much difficulty. All costs incurred to put the 
concern in a position to earn revenue are properly treated 
as capital expenditures. Sufficient capital must be provided 
to put the undertaking on an earning basis, as otherwise it 
fails. These costs will include many items which upon their 
second incurrence must be treated as expense charges because 
the revenue must provide for keeping the plant in a state of 
efficient repair. One group of capital expenditures, usually 
carried on the books under the title ‘‘ Organization Expense,” 
is often treated as a revenue expenditure as soon as sufficient 
revenues have accumulated to care for them conveniently. 
This is discussed in detail in Chapter XVIII on intangible 
assets. It is sufficient to say here that upon their incurrence 
organization expenses constitute capital expenditures, for 
no other funds are available for the purpose. 
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Definition of Replacements, Renewals, Maintenance, etc. 

Only after the concern becomes a revenue-producer is 
the chief difficulty encountered in determining the proper 
record as between capital and revenue. In all cases of new 
construction and additions to the existing plant or equipment, 
no question arises as to the legitimacy of such capital charges. 
But when replacement, renewal, or betterment of existing 
properties take place, difficulty is met in determining the 
portion chargeable to the asset and the portion to be charged 
against revenue. The dividing line between renewals and 
repairs, maintenance, and up-keep is a closely drawn one, 
and usually an arbitrary working rule suitable to conditions 
must be adopted by each concern. R. P. Bolton* gives for 
some of these terms very suggestive definitions which the 
author quotes in full: 

“Maintenance is a process of continuous attention to, and 
supply of, operating necessaries, including solicitous observa- 
tion of the condition of the object cared for, corresponding 
to the protecting shelter, clothing and food supplies to living 
beings, in order to maintain their functions in operating 
condition. It includes supplies which form part of the food 
of the appliance. Part of the labor in attendance on machin- 
ery is involved in this element of its care. 

“Up-keep is a course of partial recreation, involving the 
expenditure of time and money in anticipating causes of de- 
cay, of failure, or of possible injury to the object under care, 
corresponding to hygienic and recreative methods, often in- 
volving considerable expenditures without apparent direct 
results, which are or should be followed in safeguarding the 
general health and strength of human beings. Thus, welfare 
and recreation of employees is a justifiable expense of an 
industry. It is part of the cost of the human machine. 

“Repair is the course of partial reconstruction, replace- 
ment, or renewal of worn or of injured portions, after the 


* Tn ‘‘ Power for Profit."' 
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necessity therefor becomes apparent, and, unless brought 
about by accident, the need for the process is brought about 
by the failure or inability of maintenance, and also of up- 
keep, wholly to arrest the progress of decay’ by age or 
continued use. Provisions to preclude accident or to 
cover the cost of its results are part of the cost of repair. 
Health insurance of employees is a repair cost paid in 
advance.”’ 

While these definitions were not intended for accounting 
purposes and are not fully applicable thereto, they call at- 
tention to the basic ideas of the terms. The distinctions are 
in some cases too finely drawn. For accounting purposes 
the title ‘‘maintenance and repairs”’ usually gives sufficiently 
detailed information. Repairs is a part of the process of 
maintenance, as is also renewals. Maintenance, from an 
accounting standpoint, may be defined as “‘the act of keep- 
ing a property in condition to perform adequately and 
efficiently the service for which it is used.” A. Lowes 
Dickinson* defines repairs and renewals as follows: 

“Repairs. . This should include all current expenditures 
recurring from day to day and from month to month on the 
general up-keep of the existing property without the renewal 
of any substantial part thereof, and generally all periodic 
repairs which are necessarily undertaken within, say, one 
year. 

“(This caption will, of course, include certain renewals 
of small parts, etc., such as would be necessary to continue 
the useful life of any unit of building, plant, or machinery 
over the estimated period of its life.) 

“Renewals. This should include all expenditures in- 
curred in renewing, in whole or in part, any unit of building, 
plant or machinery, which tend to extend its useful life be- 
yond the average term. These expenditures would in general 
be those which would only occur at long intervals of two or 


* In ‘‘Accounting Practice and Procedure.” 
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three years, and whose effect would last for a number of 
years afterwards.” 

As distinguished from renewals, a replacement may be 
defined as “the act of replacing a plant unit which is going 
out of service, with a substitute which may be either identical 
with the unit replaced or different from it.”” In accounting 
terminology tne terms ‘“‘renewals”’ and ‘“‘replacements”’ are 
for the most part used synonymously and will be so used here. 


Treatment of Renewal of Parts 

In the maintenance of a property in efficient condition, 
repairs and renewals are constantly taking place. When for 
an old part or plant unit a new one is substituted, the ques- 
tion of betterment immediately arises. If an old machine 
with book value of $500 is replaced by one costing $750, the 
excess of $250 is classed as a betterment and is properly a 
charge to capital. A renewal. of machine paris cannot be 
handled so easily. The parts of a machine are subject: to 
diminution in value due to wear, tear, and obsolescence, along 
with the machine as a whole. The machine was purchased 
for a lump sum. What portion of the cost is applicable to 
each individual part is difficult to determine and must usually 
rest on estimate or guess. Similarly, the book value, i.e., 
the present depreciated value of a part, is not accurately 
known.. Accordingly, the amount of betterment, if any, in 
the replacing of an old part by a new part is difficult to de- 
termine. It is here that working rules must be adopted for 
~each concern. 

Thus, it has been suggested that only when the renewal 
involves an expenditure of $5 or more should there be any 
attempt to determine the amount of betterment, every ex- 
penditure under $5 to be charged to expense. In an estab- 
lishment of any size this is altogether too small an amount. 
The Chicago Traction System through its board of supervis- 
ing engineers has established $200 as the minimum charge 


92 ACCOUNTING—THEORY AND PRACTICE 


to capital or renewals. All transactions involving even a 
true betterment, if the amount is less than $200, are to be 
recorded as maintenance charges. Asa means of simplifying 
the accounting, a working rule, with a minimum capital 
charge adapted to the conditions of each concern, serves a 
practical and useful purpose. 


Treatment of Cost-Cutting Changes 

Other kinds of expenditures which cause trouble as to 
their proper place of record are those incurred for the purpose 
of facilitating the handling of the work. They may result 
in an increase of capacity to earn revenue through a speeding 
up of production, or the result may be simply a lessening of 
the expense of turning out the various units of product. A 
test frequently applied in such cases is that of increased earn- 
ing capacity. It isargued that even though nothing tangible 
which did not exist before has been added to the plant, there 
has been a rearrangement of the factors of production with a 
resulting co-ordination of effort, and this has increased the 
capacity of the plant, thus making it more valuable. Inas- 
much as this value is measured by earnings, the cost incurred 
in securing the increase is a very proper and legitimate charge 
to capital. Against this argument, it may be said that plant 
or structural changes are always made to improve operation. 
To make increased earning capacity the sole test is virtually 
to capitalize all expenditures of this kind—a policy which 
would soon lead to an unconscionable inflation of assets. 
Only by a policy of very liberal depreciation can such values 
if capitalized be kept within reasonable bounds. The im- 
propriety of charging such expenditures to the current profit 
and loss account is generally acknowledged. 

The best practice is to handle items of this kind as de- 
ferred charges under suitable descriptive caption, instead of 
as charges direct to the asset account where the nature of the 
items is soon lost from view and the need of a high deprecia- 
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tion rate to write them off is soon forgotten. Thus, a re- 
arrangement of the machinery in a plant may bring about a 
more economical routing of the product, or the introduction 
of a new machine may entail an entirely changed disposition 
of existing machines—all for the purpose of, and actually 
accomplishing, a saving in costs. Rather than a charge of 
the costs incurred to the asset account Machinery, a setting 
of them up under the title “Rearrangement Costs of Ma- 
chinery,” or other similar title, shows their exact status and 
makes possible an intelligent writing down of them peri- 
odically in accordance with the estimated life or continuance 
of the savings effected. Practically this amounts to treating 
the costs as capital expenditures if the saving effected is 
judged applicable to more than the current period. The 
chief difference is that booking such items as deferred charges 
calls for specific attention to the need of a speedy writing off. 


Asset Subject to Depreciation a Deferred Charge to Operations 

In this connection it may be pointed out that the cost of 
all assets subject to depreciation may well be looked upon as 
deferred charges to operation, some portion of that cost be- 
ing charged off at the close of each fiscal period. ‘So we 
see that capital expenditures, as distinguished from expenses, 
are at last an arbitrary conception. It begins with the idea 
that certain expenditures have an efficiency which reaches 
over many earning periods extending indefinitely into the 
future. But nothing physical would last so long, and its 
earning power might have even less permanence. To meet 
this condition we arbitrarily designate certain expenditures 
whose effect indefinitely outlasts the immediate earning 
period as ‘capital,’ and then in the same arbitrary way, 
through all subsequent vicissitudes, we hold them to their 
first value by maintenance, renewal, and depreciation charges 
which are borne by other expenses. ’’* 


* “Handbook of Railroad Expenses,’’ by J. S. Eaton. 
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Authorization for Booking Capital Expenditures 

As regards a suitable method for handling transactions 
which involve a separation into capital and revenue charges 
or a determination of the status of the transactionas between 
capital and revenue, proper authority should be secured for 
making the expenditure. Where possible, before its incur- 
rence, authorization as to its proper booking should be given, 
even to the amounts where feasible, and this order becomes 
thus the voucher supporting the entries on the books. 


Repairs on Second-Hand Plant 

In one situation repair charges which are ordinarily an 
expense must be capitalized. Where a company takes over 
a plant which is badly run down and out of repair, the ex- 
penditures necessary to bring it to a state of efficient opera- 
tion are capital expenditures. Such a plant resembles a 
partially completed plant, and the purchase price is supposed 
to take that fact into. consideration. It is expected that 
additional capital will have to be sunk to rehabilitate the 
property and put it in a condition of repair necessary to earn 
revenue. Accordingly the expenditures necessary to do this 
are rightly treated as capital charges. 


Construction Costs 

A final consideration in the distinction between capital 
and revenue expenditures has to do with certain costs in- 
curred during the period of original construction. We may 
cover the situation by a general statement to the effect that 
all costs necessary to produce a complete plant in condition 
ready to earn revenue are proper charges against capital. 
Thus, interest on moneys borrowed for construction purposes 
is a proper charge to capital, and in England it has been held 
that dividends in the form of interest are allowable to share- 
holders during the construction period. Also, such items as 
engineering and superintendence, law expenditures, injuries, 
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taxes, etc., both preliminary to the construction period and 
during it, are to be capitalized. On the other hand, profits 
on own construction work are never to be counted as costs. 
To do so reveals a misunderstanding of the difference between 
a profit and a saving. The matter is discussed more at 
length elsewhere. 

As to whether any portion of the overhead expenses has 
a rightful place among the assets must be determined by the 
conditions in each case. In original construction work, 
before operations begin, all overhead charges constitute a 
part of the cost of the assets. For betterment work and 
additions carried on concurrently with operation, the case is 
not so clear. A safe principle is to treat as capital charges 
all increases in overhead above what would normally have 
been incurred for operation only. To free operation of any 
portion of the regular overhead just because betterments are 
in progress 1s not recognized as a sound or conservative policy. 


Distinction between Capital and Revenue Expenditures often 

Based on Opinion 

Thus it is seen that many phases of the problem of capital 
and revenue expenditures are extremely difficult of deter- 
mination and in their final analysis rest on estimates and 
opinions rather than definitely established facts. Too often 
it is feared that decision in matters of this kind is “influenced 
by unsuspected individual caprice and by considerations of. 
the financial convenience of the moment’’; for the allocation 
of such items may sometimes represent the margin between 
a profit or a loss for the current period. Asis said to be true 
of geometry, so here there is no royal highway to the solu- 
tion of these problems. 


Main Groups of Asset Items 
If, therefore, it can be determined what items are to be 
included in the balance sheet and the proper basis for their 
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valuation can be established, the problem as to its content 
is well on the way to solution. Having discussed the elements 
and factors entering into a determination of cost value, we 
are in a position to state the principles of valuation applicable 
to the main groups of items as set up in the balance sheet. 
These may be listed, for the purpose of this generalization, 
under three heads, viz.: (1) current assets, (2) deferred 
charges to operation, and (3) fixed assets. 

1. For the current assets, the principle of valuation may 
be stated as valuation on the basis of cost or market, which- 
ever is the lower. Since speedy realization of the current 
assets by conversion into cash or its equivalent is the aim and 
expectation of every business—for on such conversion depends 
the ability to meet the current liabilities and so have working 
capital available for another cycle of purchase and sale 
(another turnover)—it would seem that the realization price 
as given by the market should govern. In the interest of 
conservatism and as producing certain other desirable re- 
sults which will be brought out as each asset is examined in 
detail, cost price, if lower than market, is deemed the desir- 
able basis for the valuation of this group. By way of ex- 
planation, it should be said that working capital as used here 
is the difference between current assets and current liabilities 
and so represents the portion free to be put to the further 
pursuit of business. 

2. The principle of valuation involved in deferred 
charges to operation is simply the principle of equitable 
prorating between periods on the basis of a going concern. 
Here, not sale value, cash surrender value, or forced sale 
value govern, but their value to a concern which expects 
to continue operations. 

3. For the fixed assets, the principle of valuation gener- 
ally applicable may be stated as valuation on the basis of 
cost less depreciation. This group of assets represents the 
properties held for operating and without which operation 
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could not continue. They are the very essence of the enter- 
prise. Disposal of them would mean abandonment of the 
undertaking. Hence they are not held for realization and 
conversion into cash, and in a going concern market value has 
no effect on them. To a going concern they are worth at 
any time what they cost less the portion used up in operations 
to date. Therefore valuation at cost less depreciation is the 
proper basis for showing the fixed assets in the balance sheet. 


Valuation of Liability Items 

To the lability items of the balance sheet, principles of 
valuation are not directly applicable as such, except so far 
as content or inclusion and measure of quantity or amount 
may be said to embody considerations of valuation. 


Over- and Under-Valuation 

The need for correct valuations requires no comment 
and can best be appreciated as compared with the effects of 
over- and under-valuations. Particularly bad and harmful 
is overvaluation of the assets and undervaluation of the 
liabilities. The use of the balance sheet as an index of fi- 
nancial condition makes apparent the harm of wrongful con- 
tent or valuation of the items entering into it. 


The Balance Sheet an Expression of Opinion 

It is thus seen that the main problem in connection with 
the presentation of a true balance sheet is a problem in valua- 
tion and content rather than form. From what has been 
said it will be evident that valuation in the vast majority of 
cases is not an exact science—a process of definite determina- 
tion. Rather, from the nature of the data to be handled 
and the principles of valuation given as applicable to the 
various groups of data, valuation must almost always be an 
estimate. The determination of the value of the elements 
of cost, the proper differentiation between capital and 
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revenue charges, and finally the calculation of the amount 
of depreciation necessary to the valuation of fixed assets— 
all are estimates. It is true, they are estimates based on 
experience, but, from their nature and the influence of local 
conditions in a given case, no universally applicable law of 
experience can be formulated. It is safe to say that two men 
would seldom, if ever, arrive at the same estimate of the 
values of given assets. Accordingly the conclusion is reached 
that a balance sheet is not a statement of fact but always an 
expression of opinion. If estimates are carefully made in the 
light of all available facts applicable thereto, the expression 
of opinion in the balance sheet will approximate as nearly as 
may be to a statement of fact. 

Because depreciation plays so important a part in making 
these estimates, it seems necessary, before setting forth the 
detailed application of the principles of valuation to the 
various assets, to devote several chapters to a full discussion 
of the subject, chiefly as it is related to the problem of valua- 
tion but also in some of its correlated aspects. 


GHA BRaay | 


DEPRECIATION—ASPECTS AND DEFINITIONS OP 
TERMS 


Aspects of Depreciation 

Depreciation is intimately related to practically all prob- 
lems of valuation. The engineering profession has made 
many valuable investigations and contributions to the litera- 
ture of the subject and constant reference to them and use of 
some of their findings will here be made. Most of their 
studies relate to the vexed and still unsettled question of the 
valuation of public utility properties for the sake of its bear- 
ing on the problem of fair and equitable rates to the user or 
consumer. Accordingly much of this material is not applic- 
able to the accounting phases of the subject. It is purposed 
here to treat the question from the standpoint of accounting 
rather than that of engineering. 

Depreciation may be considered from many viewpoints. 
It is involved in the problem of rate-making referred to above; 
it must be considered in the valuation of fire insurance ad- 
justments; it is bound up with most questions of taxation, 
with all transactions involving the purchase and sale of 
enterprises, with negotiations for the procuring of loans, for 
the determination of the limitation of capitalization; and in 
all studies of commercial balance sheets depreciation is found 
to affect the’ value of going concerns. As stated in Chapter 
V, these are not always separate ard distinct problems of 
valuation; they may and often do overlap, one basis for 
valuation sometimes serving several of the purposes or classes 
named above. The treatment of the subject will be limited 
in this book to the latter phase of the subject, i.e., going 
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concern valuation, with the object of establishing certain 
norms and differentiating this phase of depreciation clearly 
from its other relations. ; 


Definitions 


A clear-cut definition of depreciation is desirable. The 
word in a general sense means a lessening, a decrease in value; 
decretion; deterioration. Various specific definitions are 
given, among them being: ‘‘the loss, arising from years of 
service, in the value of the investment in perishable prop- 
‘expired capital outlay.”’ These and many other 
similar definitions are met with. 

The term ‘‘depreciation”’ is frequently used when the 
term ‘‘amortization’’ would be more appropriate. R. P. 
Bolton* says: ‘The subject of depreciation has been greatly 
misrepresented, because depreciation, which is a financial 
result, has been confused with obsolescence, which is an 
economic process, and with deterioration, which is a physical 
condition. Either of the latter brings about depreciation, 
and the physical process rarely happens to be more rapid 
than the economic. 

“An illustration of the processes involved is that of the 
physical deterioration and obsolescence of a work horse, the 
capacity of which is definitely connected with its condition, 
and the value of the labor of which is discounted by its up- 
keep and the cost of its supplies and feed. Its age is pro- 
ductive of reduction of capacity, but this process may be, 
and often is, anticipated for commercial reasons by its super- 
session by some other form of apparatus. The horse may be 
in ever so good a condition at the time when the motor dis- 
places it, but its financial depreciation then is complete, for 
it could be maintained only at aloss. All the elements which 
come into consideration in connection with machinery will be 


‘ 
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better understood if considered in relation to such an animal, 
the life of which may readily extend beyond the point at 
which its commercial value has terminated.” 


Authoritative Opinions 


The special committee appointed by the American 
Society of Civil Engineers for the purpose of formulating 
principles and methods for the valuation of railroad property 
and other public utilities, after a study of the question cover- 
ing a five-year period, presented its report at the annual 
meeting of the society, January 17, 1917. The question of 
depreciation receives full and serious consideration in this 
report, which although treated mainly from the rate-making 
standpoint offers many suggestions for the valuation of com- 
mercial balance sheets. Their statement reads: 

“Perhaps there is no single subject in connection with 
valuation that has caused more trouble than depreciation. 
This has been due to various causes, perhaps not the least of 
which has been confusion in the use of the term. Depreciation 
is sometimes used to mean decretion, which is loss of service 
life; sometimes to mean the money allowance made in the 
bookkeeping to offset accruing loss of service life; and some- 
times the loss of value existing at any time due to the loss of 
service life or any other cause. The committee will use it 
only as meaning the loss of value or worth of property units 
which are parts of going concerns. Although thismay be due 
to many causes, the general discussion will include considera- 
tion only of those effects which, like wear and tear, age, use, 
and obsolescence or inadequacy, bring a physical property 
unit gradually to the end of its service life.”’ 

Earl A. Saliers* says: ‘This loss of value, whether tangi- 
ble or intangible in form, resulting from physical decay, or 
from obsolescence or inadequacy, which indicate functional 
decay, is known as depreciation. It necessitates repairs, 


* Ta ‘Principles of Depreciation.” 
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renewals, and replacements. Did it not occur, every outlay 
on plant would add to the investment. It does not result 
from one cause but from many causes, and this sometimes 
leads to the belief that it cannot be scientifically handled. 
But some adequate method of handling it is not merely de- . 
sirable, but necessary, to a solution of the problems arising 
in the valuation of public utility properties, and in the man- 
agement of industrial enterprises generally.” 

Henry Floy* says: ‘‘It (depreciation) is used broadly to 
mean a reduction in utility value, expressed as a percentage 
but more usually in dollars, due to any deterioration in 
physical plant by reason of: (a) normal wear and tear, (b) 
age or physical decay, (c) inadequacy, (d) obsolescence, (e) 
deferred maintenance. The term depreciation, always used 
in connection with a reduction in value, has, however, four 
distinct and separate shades of meaning, so that the term 
must be qualified when used in order to distinguish which one 
of the following meanings is intended: 

“First. The annual amount, expressed as a percentage 
or in dollars, that should be laid aside to renew or replace 
the article in question at the time of its abandonment. 

“Second. The annual amount, expressed as a percentage 
or in dollars, that should be laid aside to renew or replace the 
article in question at the time of its abandonment, plus the 
annual expense of maintenance and repair expended in re- 
moving such part of depreciation as is practicable and good 
economy. 

“Third. The total amount—usually that estimated as 
necessary to be expended to put the physical property in 
perfect operating condition—determined by the inspection 
and observation of an experienced engineer, expressed in a 
percentage or in dollars, which must be deducted from the 
‘original cost’ or the ‘cost to reproduce new,’ in order to 
determine the absolute, actual, present value. 


* In ‘Value for Rate-Making.”” 
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“Fourth. The total amount—it may be the sum of sev- 
eral years of depreciation—computed from ‘expectancy of 
life’ tables, more or less authoritative, expressed in a per- 
centage or in dollars, that must be deducted from the ‘orig- 
inal cost’ or the ‘cost to reproduce new,’ in order to obtain 
the theoretical, present, depreciated value. This value may 
be increased or reduced by the condition of the property, as 
determined from inspection.” 

The foregoing quotations from authoritative sources not 
only show the efforts made to define the term accurately, but 
also indicate the various elements included by different 
writers under the term, and suggest the need of further effort 
toward the standardization of its meaning. 


Why the Depreciation Factor Arises 

The distinction made in Chapter V between capital and 
revenue charges draws attention to the fact that the depre- 
ciation factor arises only because the fiscal or other period 
when information concerning values and costs, i.e., financial 
condition, is desired, does not coincide with the expiration of 
service life of the properties used in production. If the 
information just referred to were not desired at intermediate 
periods between the date of acquisition of the asset and the 
date of its discard or obsolescence, its cost should be treated 
solely as an expense of operation to be charged to the whole 
period in the same way that the fuel consumed, the raw ma- 
terials used, etc., are regarded as revenue charges, or costs of 
manufacture. Practically, therefore, depreciation must be 
considered because a statement of financial condition is 
needed at regular stages of the life of the enterprise; and fur- 
thermore because the life of the various assets used in an 
undertaking is not uniform in length and their life histories 
in consequence overlap. Some assets wear out and have to 
be replaced, while others have still many years of useful 
service in them, 
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Actual or Absolute Depreciation 

Before considering the various elements of depreciation, 
an explanation of some related terms will be given. A dis- 
tinction is sometimes made between “absolute or actual’ 
and “theoretical” depreciation. Absolute depreciation is 
the decrease in value of an asset from its state when new, to 
its present condition as viewed either from the standpoint of 
the amount it could be sold for or from the standpoint of its 
serviceability. In the first place, therefore, absolute de- 
preciation is not applicable to going concern valuations. A 
machine after only a short term of service becomes, from the 
standpoint of its salability, a second-hand article and suffers 
‘a large decrease in market value. A water-pipe or an under- 
ground telephone cable immediately after its installation and 
even before it is brought into service depreciates materially 
from the standpoint of its salability as a disconnected unit. 
But from the standpoint of service and operations, i.e., 
adaptability to its intended use, such an asset may really be 
more valuable than before or immediately after installation. 
Again, an asset because of the excellent state of repair in 
which it is maintained may, so far as the serviceability re- 
quired of it is concerned, be practically as good as new from 
the date of its installation until well along towards the end of 
its life-term. Its actual or absolute decrease in value is 
very slight during the early years of its life but increases 
rapidly just before it is discarded. This fact is illustrated by 
the example of the water-pipe. Slight repairs, the replace- 
ment of parts and small units, keep it for a long period 100% 
efficient, but the time comes when it is completely worn out 
and repairs are no longer economically advisable. These 
two examples illustrate absolute or actual depreciation. 


Theoretical Depreciation 


Theoretical depreciation is based upon, and has reference 
to, all the factors which must be considered in taking account 
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of depreciation. Asso considered the subject is viewed from 
the standpoint of financing the item of depreciation (some- 
times called “accounting depreciation’’) rather than from 
that of its serviceability. The engineer attempts to deter- 
mine the actual, present serviceability of the asset in com- 
parison with its serviceability when new, and so he leaves out 
of account its expectancy of life due to whatever causes. 


Comparison of Actual and Theoretical Depreciation 

The following chart adapted from Henry Floy’s ‘Value 
for Rate-Making’’ admirably illustrates the difference be- 
tween actual and theoretical depreciation. 
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Chart Showing Actual and Theoretical Depreciation 


Curves 1, 2, and 6 representing actual depreciation have 
been sufficiently exemplified in the foregoing explanation of 
actual depreciation, Curves I and 2 may well represent the 
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actual depreciation of two assets as viewed from the stand- 
point of salability; whereas curve 6 represents the actual 
depreciation of an asset viewed from the standpoint of ser- 
viceability, assuming that maintenance has kept the asset 
practically 100% efficient during most of its life-term. 
Curves 3, 4, and 5 are illustrations of theoretical depreciation, 
the different curves representing different bases for calculat- 
ing the annual amount of the decrease in value, as will be 
explained in Chapter IX, ‘‘ Depreciation—Methods of Cal- 
culating.”” To quote from Mr. Floy’s work at length: 

“The curves 3, 4, and 5 indicate several classes of “the- 
oretical’ depreciation which have been quite widely used in 
some cases for estimating present values, but more often for 
determining the yearly theoretical deterioration for purposes 
of establishing depreciation funds, which, however, is quite 
a different subject. Making a theoretical estimate of the 
probable, future, average, annually accruing deterioration of 
certain property to provide an item in bookkeeping accounts 
of operating expense has nothing whatever to do, in making 
an appraisal, with fixing the definite amount of absolute, 
actual, or accrued depreciation which depends upon the 
present condition of physical property, determinable from 
inspection and not upon historical documents, depreciation 
funds, or disputed theoretical conclusions.” 

In an opinion filed March 8, 1916, by the Public Service 
Commission of Maryland in the matter of the Chesapeake 
and Potomac Telephone Company of Baltimore City, an 
interesting commentary on the relative merits of actual ver- 
sus theoretical depreciation is made. While the opinion 
concerns primarily depreciation from the rate-making point 
of view, it shows well the interrelation between the two kinds 
and answers so conclusively the objection often raised to 
accounting depreciation that it is here quoted. The state- 
ment is: 

“Any theory for ascertaining existing depreciation in 
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the plant of a public utility which confines such depreciation 
solely to the actual, visible, physical, demonstrable deteriora- 
tion which can be seen by the human eye and measured by 
the human hand, must of necessity ignore that other species 
of deterioration which the experience of the past has demon- 
strated beyond peradventure exists in the property of every 
telephone company, although it cannot always be seen by the 
human eye or measured by the human hand. We refer to 
that tendency upon the part of all such property to become 
inadequate or obsolete with the lapse of time.”’ 


“Accounting” and ‘‘Fair’’? Depreciation 

Another distinction is sometimes made between ‘‘ac- 
counting’’ depreciation, previously mentioned, and “‘fair”’ 
depreciation or depreciation of valuation. Accounting de- 
preciation signifies the depreciation, determined by what- 
ever method, which has been taken into the accounts, 1.e., the 
depreciation as shown on the books. ‘This is approximately 
the same as theoretical depreciation defined above. Its 
point of view is that of financing the loss of value caused by 
depreciation so as to cover the entire loss by the time the 
asset is retired from active service rather than that of estab- 
lishing a true actual value of the asset at intermediate periods. 
On the other hand, fair depreciation or depreciation of valua- 
tion is the ‘‘sum that should be deducted from original cost 
to date (or from estimated cost of reproduction new)* as a 
step in finding that which the courts have called ‘fair value.’ ”’ 
Here the point of view is essentially that of showing the true 
value of the asset at a given date. Determination of this 
is fundamentally an engineering problem in the solution of 
which cognizance must be taken of: 


1. Accounting depreciation. 
2. The managerial policy as to repairs, maintenance, 
and renewals. 


* Material in parentheses is the author’s, 
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3. The past performance and expected future performs 
ance of the asset. 

4. All other factors locally present which may affect 
the determination of the present, existing values 
in the asset. 


Under certain conditions fair depreciation corresponds 
roughly with actual or absolute depreciation as defined 
above. 


Complete and Incomplete Depreciation 

Depreciation is sometimes classed as ‘“‘complete’’ and 
‘“‘incomplete.’? Complete depreciation refers to those assets 
or properties which have been discarded because no longer 
capable of economical service. When their cycle comes to 
an end, depreciation is complete. Incomplete depreciation 
refers to the amount of the decrement in value of assets 
which are still in service. The accounting for complete de- 
preciation requires little consideration except so far as rates 
of depreciation are concerned. This class of depreciation 
represents the accomplished fact and therefore furnishes data 
and statistics by which the expected depreciation of simisar 
new assets can be calculated. The accountant, therefore, is 
concerned with it purely as an experimental means of fore- 
casting the future. 


Individual and Composite Depreciation 


Again, depreciation is classed as “individual or unit”’ 
and “‘composite.’’ Unit depreciation is the amount of the 
decrease in value of the individual parts which compose the 
whole of a property; composite depreciation is the amount 
of the decrease in value of the plant or property as a whole. 
Its amount in dollars is the sum of all unit depreciations 
similarly expressed. Expressed as a percentage it represents 
the effect of all unit depreciations weighted by the ratio of the 
value of each to the whole. Thus a plant as a whole may be 
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depreciated 20%, but the numerous units of that plant may 
have a range of depreciation of from 0% to 100%. Some 
items may be ready to be discarded and others will probably 
have just been newly installed. 

In connection with composite depreciation the term 
“normal”’ or ‘‘average’’ valueis used. Thenormal value of 
a plant is the average value at which it must be maintained 
to give efficient service. Any drop below that point results 
in increased cost per unit of service rendered, and is conse- 
quently evidence of poor management. Normal value may 
sometimes be expressed in percentage as the difference 
between 100%, original cost, and composite depreciation. 
In the case cited above, where composite depreciation is 
20% the normal value would be 80%, under a proper policy 
of management. 


Physical and Functional Depreciation 

Finally depreciation is classed as ‘‘physical’’ and “‘func- 
tional,’’ definition of which are deferred for treatment in 
Chapter VII, ‘‘ Depreciation—Its Causes.”’ 


Deferred Maintenance and Accrued Depreciation 

Other terms needing definition are: “deferred mainten- 
ance’’ and ‘“‘accrued depreciation.’’ The former refers to 
repairs which at any given time are needed for the proper 
up-keep but which for one reason or another have not yet 
been made. So long as an asset is giving reasonably satis- 
factory service, repairs are usually deferred to a convenient 
time—such as when work is slack, or until similar repairs 
may have accrued elsewhere, or until weather conditions 
have changed, or in general until the repairs can be most 
economically done. Similarly, accrued depreciation refers 
to the depreciation which has taken place between the last 
time an item was brought on the books and the present time. 
The inevitable forces causing depreciation are constantly at. 
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work bringing about the decretion of the asset day by day, 
but it is impracticable to reflect such condition daily. Only 
at the close of each fiscal period is it deemed necessary to 
adjust the books so that they reflect the depreciation which 
has taken place during the period just closed. 


Attitude of the Law 

Before studying the factors of depreciation it is interesting 
to note the attitude of the courts towards depreciation. 
Accountants and engineers recognized the necessity of taking 
account of depreciation considerably in advance of its recog- 
nition by the courts of this country. H.R. Hatfield* says: 
“France, Belgium, Switzerland, Germany, Austria all pre- 
scribe in their statutes that depreciation must be reckoned 
before showing profits.”” The French Joint-Stock Company 
Law specifically requires the reservation of some portion of 
the company’s surplus for taking care of the depreciation of 
the assets. While the method may not be scientific, the 
principle involved is recognized as correct. But in an early 
English case, Lee v. Neuchatel Company, it was held, in the 
case of a company operating inherently wasting assets ‘that 
even depreciation by waste is not necessarily a revenue 
charge.” 

Early decisions in this country likewise fail to sustain the 
propriety of depreciation charges. The cases usually cited 
are The Union Pacific R. R. Co. v. United States} 99 U. S. 
402, and United States v. Kansas Pacific Ry. Co., 99 U. S. 
455 (1878), the first not passing specifically on the question 
of depreciation but showing a lack of appreciation of the dis- 
tinction between capital and revenue charges, and the latter 
stating that “only such expenditures as are actually made 
can with any propriety be claimed as a deduction from earn- 
ings.”” The Supreme Court of California in San Diego 
Water Co. v. San Diego, 118 Cal. 556 (1897), and in Red- 


* In “Modern Accounting.” 
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lands, etc., Water Co. v. Redlands, 212 Cal. 312 (1898), 
refused all allowances for depreciation except necessary 
amounts for “maintenance and repairs during the year.”’ 
However, in Pioneer Tele. and Tele. Co. v. Westenhaver, 
118 Pac. 354, the language of the court is not uncertain: ‘A 
sufficient sum should be allowed from the earnings of a utility 
to make good the depreciation of the plant and replace the 
deteriorated portions thereof, when they become so impaired 
that they can no longer be made useful by repair.”’ 


Decision of Supreme Court 

The United States Supreme Court recognizes the neces- 
sity for an allowance for depreciation in Mayor and Aldermen 
of the City of Knoxville, Appt., v. Knoxville Water Co., 
212 U.S. 14 (1909), which forms the basis of judicial attitude 
towards the question at the present time. The decision of 
the court which has been supported and reaffirmed in all 
subsequent decisions, reads, in excerpts: 

“A water plant with all its additions begins to depreciate 
in value from the moment of its use. Before coming to the 
question of profits at all the company is entitled to earn a 
_ sufficient sum annually to provide not only for current repairs, 
but for making good the depreciation and replacing the parts 
of the property when they come to the end of their life. The 
company is not bound to see its property gradually waste, 
without making provision out of earnings for its replacement. 
It is entitled to see that from earnings the value of the prop- 
erty invested is kept unimpaired, so that, at the end of any 
given term of years, the original investment remains as it 
was at the beginning. Itisnot only the right of the company 
to make such a provision, but it is its duty to its bond- and 
stock-holders, and in the case of a public service corporation, 
at least its plain duty to the public. If a different course 
were pursued, the only method of providing for replacement 
of property which has ceased to be useful would be the invest- 
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ment of new capital and the issue of new bonds and stock. 
This course would lead to a constantly increasing variance 
between present value and bond and stock capitalization—a 
tendency which would inevitably lead to disaster either to the 
stockholders or the public, or both.” 


Recognition of the Depreciation Factor 

Following this decision the rules and regulations of the 
public service commissions of practically all the states now 
require that provision for depreciation be made. In the case 
of some of the smaller public service companies the failure to 
make this provision is overlooked but the practice is generally 
recognized as absolutely necessary. The Interstate Com- 
merce Commission has led in this respect, although its early 
rulings relative thereto were strenuously objected to in some 
quarters. Private concerns in their contact with the govern- 
ment now almost invariably see the value, or at any rate the 
self-interest, of a deduction for depreciation. In the case 
of the Special Excise Tax, a Treasury decision on account of 
Internal Revenue provides that ‘deduction on account of 
depreciation of property must be based on lifetime of prop- 
erty, its cost, value, and use, and must be evidenced by a 
ledger entry and a like reduction in the plant and property 
account with respect to which depreciation is claimed.” 

Similarly, the present Federal Income Tax Law recog- 
nizes allowances for depreciation, but perhaps errs in placing 
too stringent safeguards on the amounts to be deducted 
therefor, whereas the Federal Trade Commission realizes 
the need of liberal provision. The law reads: “That in 
computing net income in the case of a citizen or resident of 
the United States, for the purpose of the tax there shall be 
allowed as deduction a reasonable allowance for the exhaus- 
tion, wear and tear of property arising out of its use or em- 
ployment in the business or trade. No deduction shall be 
allowed for any amount paid out for new buildings, perma- 
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nent improvements, or betterments, made to increase the 
value of any property or estate, and no deduction shall be 
made for any amount of expense of restoring property or 
making good the exhaustion thereof for which an allowance 
is or has been made.” The depreciation allowed as a de- 
duction from income must have actually been charged off the 
books. Many interesting rulings—some almost absurd if 
carried to their logical conclusions—have been made by 
inspectors and the Treasury Department on points raised as 
to the application of the above law to particular cases. A 
» perusal of these decisions will well repay the student who is 
interested in the subject. 


Distinction between Repairs and Renewals 

At this point attention is called again to the need of a 
careful distinction between repairs (up-keep and maintenance 
charges) and renewals (replacements and betterments). Only 
a clear definition of the terms and a strict adherence to an 
adopted policy can prevent endless confusion and absolutely 
misleading results. Such a policy is necessary because in the 
practical handling of such items on the books the theoretical 
aspect of the distinction between repairs and renewals must 
always be modified by reason. The student is referred to 
the preceding chapter where more detailed treatment of this 
point is given. 


Depreciation and Plant Efficiency 

The relation of depreciation to the efficiency of a plant or 
an asset will now be considered. The amount of depreciation 
is not based on the degree of efficiency of the service rendered 
by the asset. In other words, a depreciation reserve is not 
in any sense an inverse measure of the productive efficiency 
of the asset to which it relates, nor does the sum of all depre- 
ciation reserves either indicate or measure the degree of 
efficiency of the whole plant. A comparison of present with 
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normal value (as defined above) affords some index of pro- 
durtive efficiency, but there is no direct ratio between the 
two. In any well-maintained plant, however, the normal 
value is the value below which the plant cannot be allowed 
to fall if the standard of effictency is to be maintained; and 
good management requires nothing less than this. It has 
been variously estimated that normal value ranges from 75% 
to 90% of the original cost, and in some instances runs as low 
as 50%. The composite depreciation of from 10% to 50% 
represents the limit beyond which the decrease in value can- 
not pass if efficient service is to be given by the plant. Us- 
ually the sum of the depreciation reserves for all the assets 
of the plant remains fairly constant because the large reserves 
against assets that are almost ready to be scrapped are offset 
by the smaller reserves of the assets just replaced 


Unit Efficiency 


The efficiency of the unit, however, has a somewhat differ- 
ent relation to depreciation. Units, 1.e., individual assets 
comprising the plant, are constantly wearing out and being 
replaced. The plant, aside from exceptional cases, never 
reaches the point where it must be discarded in its entirety 
and replaced as a whole. The depreciation of each unit 
continues until the point of inefficiency is reached, when it is 
scrapped and replaced. The unit frequently is allowed to 
drop below its margin of efficient service before being 
scrapped, and it may be made to render service much longer 
than is customary, by means of heavy repairs and a relatively 
high up-keep expense. When to scrap a particular unit 
involves a nice calculation. The heavy cost of repairs neces- 
sary to secure good service from the old unit and the possible 
loss through failure to accumulate a sufficient reserve must 
be weighed against the cost of a new unit and its up-keep and 
sunning expense. Usually the efficiency of the individual 
unit is very like the parson’s one-hoss shay which “ran a 
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hundred years to a day and then of.a sudden it went to pieces 
all at once.” 

The following chart illustrates accurately the relation of 
efficiency to uniform depreciation, the XCY line being the 
efficiency curve and XY the depreciation curve. Also curve 
6 of the chart on page 105 gives a good illustration of the 
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From “‘ Principles of Depreciation,’ by Earl A. Saliers. 


Chart Showing Progress of Uniform Depreciation and of Diminishing F ficiency 


same point. Inasmuch as the depreciation reserve must 
provide for the loss of the entire asset by the time it goes 
out of service, it is readily seen that in judging an asset from 
its bookkeeping record of cost and reserve there is no measure 
of efficiency shown therein, since a normal efficiency must be 
maintained by repairs at all times. The record is, however, 
a good index of the tzme when the point of inefficiency will be 
reached. 

Engineers hold the opinion that machinery as a rule 
cannot suffer more than 25% to 50% actual depreciation and 
give efficient service. A depreciation reserve of anything 
more than that does not mean that the point of inefficiency 
has been reached, for the reserve is usually estimated and ap- 
plied on the basis of theoretical depreciation and so takes cog- 
nizance of allitsfactors. It has sometimes been stated that 
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inefficiency is a factor of depreciation distinct from wear and 
tear, obsolescence, andsupersession. It seems a better state- 
ment of the relation to say that the point of inefficient service 
is the limit beyond which the three factors named cannot be 
allowed to operate or have effect. The need of judging the 
efficiency of some kinds of assets is not so apparent as of 
others. Thus in the case of poles, wires, conduits, and the 
like, efficient service is secured until they are worn out, with 
very little expense for up-keep. That is, such assets are 
normally efficient throughout their whole term of life, and the 
application of repairs will not appreciably extend their life 
nor will it affect their efficiency. In the case of other assets, 
such as machinery, telephone switchboards, motors, etc., the 
item of up-keep is a very vital one in the determination of 
the point or margin between efficient and inefficient service, 
and that in turn is an important factor in the determination 
of the length of service life of the asset. Thus, although 
efficiency and depreciation are intimately related, the degree 
of depreciation at a given time is not by any means an inverse 
measure of the efficiency of the service being rendered by an 
asset. 


Depreciation and Fluctuations in Market Value 


The relation of depreciation to fluctuation in value, due 
to whatever causes affect the market, also deserves consider- 
ation. Depreciation primarily refers to a decrease in value 
from a definite cost figure, such decrease being due to certain 
well-recognized causes, of which change in market value is 
not one. Thus, while it may be correct, through a loose use 
of the term, to use the expressions, ‘‘depreciation of securi- 
ties,” “‘depreciation of real estate,’ and similar phrases, and 
there may be no likelihood of any misunderstanding, that 
is not the sense in which the term depreciation is used here. 
Unfortunately, market fluctuations are sometimes allowed to 
influence depreciation charges. 
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Such influence may come about in three ways: (1) In 
valuation proceedings for the determination of rates for 4 
public utility company, a basis frequently used is that of 
the cost of reproduction or renewal less depreciation. The 
theory is that under existing views of private property such a 
company has the right to the enjoyment of all increments in 
its own properties and therefore has a right to such rates as 
will earn a fair income on the present value of those proper- 
ties. Depreciation based on the present reproduction cost 
is in this way influenced by fluctuations in market value, 
and the oftener a physical appraisal is made and its deter- 
mined values brought upon the books, the greater will be 
the disturbance of the basis for the depreciation charge. 
(2) Occasionally the practice is met with of basing the present 
depreciation charge upon the estimated cost to replace the 
old asset. This is discussed later and is mentioned here 
merely to show a possible relationship between fluctuations 
- and depreciation. (3) Finally, in the periodic adjustment of 
depreciation rates and charges, the estimated scrap value of 
the asset does affect the amount of the periodic charge. 
Changes in market value of scrap, which may be considered 
as due to causes which will continue in force rather than to 
the ups and downs of the market, may legitimately be re- 
flected in the depreciation charge for the remaining life-term 
of the asset and must be so reflected in the interests of accu- 
racy in any statement of true values. 


Distinction between Depreciation and Depletion 


Inasmuch as depreciation is not here used to apply to 
current assets (with one exception noted below), and fluctua- 
tions in the market value of any asset subject to depreciation 
need not be considered, it may be well to state the class of 
assets to which it does apply. In general the value of all 
fixed or capital assets is affected by depreciation. The term 
frequently used in this connection is “‘wasting’’ assets. 
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Under this nomenclature is included any asset which wastes 
away orisusedup. For the sake of clarity the author desires 
to limit the term depreciation to those assets which are clearly 
affected by any of the causes of depreciation as discussed 
in the following chapter. For those assets which are used 
up without any possibility of their being replaced, and the 
life of which cannot be prolonged by repairs and renewals, 
the term depletion will be used. Accordingly the term ‘‘de- 
preciation’”’ will be applied to mine buildings and machin- 
ery; ‘‘depletion,” tothe mine. Both are wasting assets, but 
their waste is due to somewhat different, although vitally 
related, causes. No better definition of wasting assets has 
been formulated than that by P. D. Leake* who says that 
they ‘‘consist of all forms of exchangeable value which in- 
evitably diminish while applied to the purpose of seeking 
profits, increase, or advantage otherwise than by purchase 
and sale.” 


Effect on Different Kinds of Business 


Some types of undertakings are more subject to the effects 
of wasting assets than others. Concerns dealing in invest- 
ments, insurance of all kinds, brokerage and commission, 
manufacturers’ agents, banking and financial houses, pro- 
fessional firms, and the like, only a small portion of whose 
capital is tied up in fixed assets, are comparatively unaffected 
by the charge for depreciation. Practically all other con- 
cerns are subject to it in marked degree—manufacturers, 
mines, transportation companies, light, heat, and power con- 
cerns, the telephone, telegraph, and cable, construction com- 
panies, agricultural, etc. Those engaged in extracting raw 
materials from the ground are, with few exceptions, subject 
to a charge for depletion. Those with an investment in 
any kind of terminating rights, such as leases, patents, copy- 
rights, non-renewable franchises for a fixed term of years, 


* In “Depreciation and Wasting Assets.” 
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and so on, are also subject to it. Opinions differ as to 
whether good-will and trade-marks may properly be con- 
sidered as subject to depreciation. They will not be so 
considered here for reasons which will be stated when the 
principles of their valuation are discussed. 

It will be noted that thus far all examples given have 
been those of fixed assets. The exception already referred 
to is made in the case of the current asset, merchandise or 
stock-in-trade. The term depreciation can perhaps cor-: 
rectly be used in connection with merchandise, which, how- 
ever, is not to be classed as a wasting asset. Due to some of 
the causes discussed in the next chapter, the stock-in-trade 
of an undertaking does truly depreciate in value. The 
method of accounting for such depreciation differs entirely 
from that used for wasting assets. Hence, the treatment of 
depreciation of merchandise will be considered at the same 
time that its valuation is discussed (see Chapter XIII.) 

Having cleared the ground with this definition of terms 
and the general statement of what the depreciation problem 
is, attention will now be directed to a consideration of the 
causes of depreciation, to be followed by the method of 
accounting for depreciation and a treatment of some point: 
growing out of the general discussion. 


GEA P te Reeve 
DEPRECIATION—ITS CAUSES 


Analysis of Causes 

Most definitions of the term depreciation set the bounda- 
ries or limits of its meaning by naming the catises. These 
are normally: (1) wear and tear, or physical factors; (2) in- 
adequacy and obsolescence, or functional factors; and (3) 
accidents or contingent causes. This statement of causes 
applies specifically only to physical or tangible properties. In 
the case of intangible property, consisting for the most part 
of rights of various sorts, the controlling cause is usually 
merely lapse of time. The chart on the following page 
analyzes the various causes and shows their detailed rami- 
fications, 


Age as a Cause of Depreciation 

The physical depreciation of tangible properties arises 
from two main causes, viz., the wear and tear from operation 
and the use of the asset and the wear and tear of age, known 
as decrepitude. Immediately upon the installation of an 
asset the forces of time and the elements begin their ravages 
even before operations begin. As H.R. Hatfield* trench- 
antly puts it, “all machinery is on an irresistible march to 
the junk heap,” and the statement is equally applicable to 
all other forms of wasting assets. The ties placed on the 
roadbed of a railway, conduits put in place for carrying 
water, gas, steam, electric current, or oil, rolling stock, poles 
for telephone and telegraph lines, buildings, even interior 


* In “‘ Modern Accounting, % 
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CAUSES OF DEPRECIATION* 


1. Wear and Tear from Operation 
(a) Maintenance Policy 
ee Decrepitwde 
(a) Action of Time and the Elements 


I. Physical 
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installations of various types—all are subject to the normal 
ravages of time and the elements, and nothing which man 
has been able to devise can do more than retard the inevit- 


* Chart adapted from ‘‘ Regulation, Valuation and Depreciation,” by S.S. Wyer. 
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able. Thus, all assets decrease in value through the inevit- 
able lapse of time. Attention should be here directed to the 
fact that decrepitude depends on the normal action of time 
and the elements, whereas accidents due to action of the 
elements (listed in the chart on page 121, under III, 1, b) 
are of an abnormal character and cannot usually be taken 
into full account at the time of the installation of any par- 
ticular piece of property. 


Wear and Tear of Use 


The wear and tear due to use or operation usually has a 
much more potent effect on the service life of an asset than 
that due to decrepitude. The established policy as to repairs 
and maintenance has an important effect on this kind of 
depreciation. Sooner or later every machine becomes unfit 
for service, due to the friction of its parts, the strains to 
which it is subject under normal load, those of much greater 
effect under abnormal load, the method of applying its power, 
etc. It must then either be withdrawn from service and 
completely depreciated, or it must be repaired in an effort to © 
lengthen its life. It should be kept in mind that the deter- 
mining factor here is efficiency. The serviceability of the 
machine must be kept up to a recognized standar? through 
adequate expenditures for repairs and up-keep until the cost 
of up-keep is disproportionate to the service rendered, or 
until the machine becomes so decrepid as to make its opera- 
tion hazardous. 

The application of theoretical depreciation to operating 
wear and tear must proceed with great care. This is so be- 
cause of the varying factor of maintenance. If the cost of 
maintenance could be standardized, experience under such 
standard would give a reliable basis for the calculation of the 
depreciation charge. Since adherence to such a standard is 
difficult or impossible under the conditions that are con- 
stantly arising in a given establishment, the depreciation 
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policy must of necessity be based on actual observation and 
inspection by experts. The expenditure necessary to restore 
an asset to a state of operating efficiency is called ‘‘deferred”’ 
or “‘accrued’’ maintenance, and it is the amount of this at a 
given time, estimated by expert inspection, which compared 
with normal maintenance forms the basis for an estimate of 
the depreciation charge. 


Functional Depreciation 

Tangible property is subject also to ‘“‘functional”’ depre- 
ciation. This means a lessening in worth or service value 
due to causes, other than those already treated, which inter- 
fere with and operate against the proper functioning of the 
asset, making it impossible to render effectively and econom- 
ically the full requirements of service expected of it. This 
inability to fulfil its proper function may result either from 
inadequacy or obsolescence. ‘‘ Thus the structure may suffer 
total depreciation and be thrown out of service, not only 
because through wear and tear it has reached a condition 
where further expenditures for repairs or attempts to make it 
suitable for the required service would not be economical 
or expedient, but also because recent improvements, or 
new inventions, new developments and radical changes in 
service, or the demands of one kind or another involving 
sweeping changes in the existing plant, make abandonment 
necessary.’’ * 


Inadequacy as a Factor 

Inadequacy is a condition in which the asset is found 
unable to meet the demands made upon it, due usually to 
growth of business or to some rearrangement made neces- 
sary by changed policy before the asset has reached the end of 
its service life. ‘This condition is also called “‘supersession.”’ 


* Leonard Metcalf paper on ‘‘ Water-works Valuation and Fair Rates’’ before the Amer- 
ican Society ot Civil Engineers, Vol. LXIV, 1909, page 16. 
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For economical operation the asset must be discarded and 
superseded by a larger unit. AS an example, dynamos and 
motors of a capacity sufficient to meet all demands on them 
at the date of their installation may, through growth of 
business, prove entirely inadequate after a few years to meet 
the service expected of them. Inadequacy as a factor of de- 
preciation will have no appreciable effect in cases where the 
demand is fairly constant and the market does not permit of 
much expansion. Where there is a growing community and 
(or) a growing appreciation of the commodity manufactured, 
demand may increase to a point where original judgment and 
expectation will be shown to have been in error and the 
equipment will have to be superseded if advantage is to be 
taken of the expanding market. 

Two main factors or compelling forces may bring about 
inadequacy, viz., those of internal origin and those of ex- 
ternal origin. Those of internal origin may become effec- 
tive because of: (1) abandonment of original financial policy, 
(2) considerations of engineering economy, and (3) un- 
foreseen development. 


Inadequacy through Change of Policy 


Perhaps the best illustration of the first type is that of a 
plant built to supply a certain commodity to the local com- 
munity. A change in ownership brings about an abandon- 
ment of the original policy and a determination to provide 
neighboring communities with the commodity also. This 
change in policy frequently comes about when several smaller | 
plants are merged under one control and the original units 
are found to be entirely inadequate to meet the demand. 
Again, when through a change in financial policy it is decided 
to lower the rates of a public service commodity, the original 
equipment may prove inadequate to meet the increased 
demand. It is not contended here that this type of inade- 
quacy is to be taken into account in estimating the depre- 
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ciation charge. Usually it cannot be foreseen and should 
therefore be provided against under the head of a general 
contingent reserve or appropriation of profit. If it can be 
foreseen intelligently, it should be taken into account in the 
estimate of depreciation. 


Inadequacy through Motives of Economy 


The second type of inadequacy may be a foreseen and 
calculated inadequacy. In anew community or in the case 
of a new commodity whose virtues are little known, it may 
be the part of economy and business sagacity to install origi- 
nally only such equipment as will be adequate to meet the 
requirements during the development stage and then when 
the commodity 1s introduced and established to discard the 
old and installlarger and more adequate structures. Although 
it may be foreseen with reasonable certitude that a power 
plant generating a thousand horse-power will be entirely 
inadequate in ten years, yet it may be the better business 
economy to scrap it at the end of ten years rather than incur 
the up-keep and depreciation charges on a larger plant which 
would give longer service. Whichever policy, according to 
best engineering economy, results in the lowest unit cost of 
product is usually the determining factor. If with all the 
facts and reasonable expectations under view the smaller 
plant is decided upon, then assuredly the depreciation due to 
inadequacy must be taken into consideration. 


Inadequacy Due to Unforeseen Development 

The third type of inadequacy, unforeseen development, 
has been shown to be due to an wnexpected expansion of the 
market. This may be brought about by growth in popula- 
tion of the present market, growth in appreciation of the 
commodity manufactured, or sometimes by a lowering of 
transportation rates whereby new markets are opened. 
The very fact that this kind of inadequacy is unexpected and 
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unforeseen makes impossible its inclusion in the current 
depreciation charge. This kind of inadequacy is revealed 
by a post-mortem determination of causes of which there 
were no symptoms leading to a correct diagnosis during 
life. The loss to be incurred through the scrapping of the 
property before its expected termination of service is a loss 
which must be borne by the future and not by the past. It 
is inthe nature of a development cost which must be incurred 
if the opportunities of the new market are to be seized, and 
which must enter into a consideration of the advisability of 
making a bid for the new business. 

Business policy might or might not dictate that these 
costs be charged against reserves of profits from the past. 
Theoretically they should be spread somewhat evenly over 
the future but in neither case can they have any place in 
present depreciation charges. It should be thoroughly un- 
derstood that depreciation is a charge which relates always 
to the past, never to the future. There is no contradiction 
here in that a consideration of the future must help to deter- 
mine the amount of waste which has taken place in the past. 
P. D. Leake* says: “‘It is a misconception to describe the 
annual provision for depreciation as a provision for future 
renewals, as though it has reference to the future. The 
annual provision for depreciation has nothing to do with the 
future but relates solely to the past. It is a replacement of 
capital in respect to past capital outlay expired in the pro- 
cess of carrying on the business.” 


Inadequacy Imposed from Without 

Inadequacy may be imposed by external forces or author- 
ity. In public service utilities this has often proved a source 
of expense. In the interests of a supposedly enlightened 
opinion—oftentimes a badly mistaken opinion—present 
equipment is found inadequate to meet the new demands. 


* In ‘Depreciation and Wasting Assets. ”’ 
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This type of inadequacy merges imperceptibly into obso- 
lescence. Again, a municipality at the time of repaving the 
streets may require that the utility company discard present 
equipment and install a larger and heavier type; it may re- 
quire that overhead wires be carried in underground con- 
duits; and prudence on the part of the company may lead to 
the installation of larger carriers than the old. These losses 
—and there is almost invariably a loss to the utility company 
—must be charged against the future. So also, the passage 
of laws and ordinances in the interests of sanitation and fire 
protection frequently compels the private owner to discard 
equipment and devices before their service life has passed 
and install more adequate equipment. 


Obsolescence as a Cause 


The second factor of functional depreciation is obsoles- 
cence. By this we mean that lessening in worth which is 
brought about by the development of something new where- 
by production becomes more economical or is changed to 
meet new ideas, fads, or fancies of the consumer. Obso- 
lescence may be imposed by outside forces through the 
exercise of the police power under circumstances analogous 
to those mentioned under the discussion of inadequacy 
brought about by external means. Municipalities and 
regulating commissions have speeded up the “‘irresistible 
march to the junk heap” in numberless instances. Cotton- 
spinning and shoe machinery, lasts and patterns of all sorts, 
electrical devices in particular—all have been, subject to 
obsolescence charges. The horse car gave place to the cable 
car, which in its turn was displaced by steam locomotion, and 
today this has given way to electrically propelled street cars. 
The old wooden rail gave way to the rail of wood capped 
with a strip of steel, the light ‘‘T”’ steel rail, and the present 
heavy steel rails—changes all necessitated by changes and 
developments in the art and a demand for better service by 
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the public. The stick used by the Indian to turn the ground 
and plant his corn has been displaced successively by hand 
tools of iron and steel, horse-driven plows, and the big steam 
and gas tractors of the present day. No industry has es- 
caped the seemingly inevitable trend towards the displace- 
ment of the old and antiquated but not worn-out equipment, 
by newer, more up-to-date, and more economical equipment. 
Obviously the last word has not yet been spoken or the last 
refinement been made in the development or application of 
att and science to any industrial enterprise. Life means 
development; dry rot and retrogression are the fate of any 
art, any industry, any people which has reached the limit 
of its development. 

Since, therefore, obsolescence is So common an occurrence, 
so absolutely a fact of general experience, it would be folly 
to ignore it. Many writers and some authorities have said 
that while obsolescence is as certain and ever present as the 
forces of nature, it seldom is more possible of measurement 
than are they. However, engineers tell us that in most cases 
it is possible for qualified experts to foretell with reasonable 
certainty the effect of obsolescence. ‘‘ Those most familiar 
with the art know the units which will be able to serve their 
entire physical life, and what classes are so uneconomical or 
otherwise defective that someimprovement must beexpected.”’ 


Treatment of Obsolescence 


As to the effect of obsolescence, attention should be called 
to the fact that it is seldom operative to its full extent. The 
decision as to the exact time of discarding the old and instal- 
ling the new rests on a nice balancing of many factors. 
Thus, the safety devices operated by hand on railroads are 
not displaced in a wholesale manner by those which operate 
automatically. In a large telephone company old switch- 
boards are not discarded for new over the entire system at 
the same time. Much of the old is oftentimes allowed to 
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serve out its life-term, and obsolescence has no effect. Under 
the circumstances stated above, and many similar and more 
complicated conditions, it requires a nice calculation to 
determine the actual effect of the factor of obsolescence in 
depreciation. Many inaccuracies, even many ridiculous con- 
clusions, in estimates made by experts are met with, times 
without number. The novice thus fears even to guess as to 
the amount of the depreciation due to this factor. That is 
perhaps as it should be; there is no place here for the novice. 
Inasmuch, however, as the trend is to estimate the deprecia- 
tion due to obsolescence, and such practice has the unquali- 
fied approval of many public service boards and at least the 
silent approval of our courts, it would seem that an attempt 
should be made to include it in the depreciation charge. As 
to its sufficiency or insufficiency, an amount can be estimated 
with as much accuracy under the head of depreciation as 
under that of a contingent reserve, and the former course 
is to be preferred in that an inevitable fact of experience in 
almost every industry is thereby recognized. ‘ihe past, and 
not the future, is thus burdened with the accomplished waste. 
There doubtless will be instances where depreciation due to 
obsolescence palpably cannot be foreseen. For such there is 
but one of two courses, viz. : either to charge it against profits 
reserved out of the past, or burden the future with its cost. 
Relative to the inclusion of obsolescence in the deprecia- 
tion charge, the Illinois Public Service Commission says in 
the case of the City of Springfield v. Springfield Gas and 
Electric Company, March, 1916: ‘In view of all the facts 
in this case, the Commission finds that it is but reasonable, 
proper, and equitable to make deductions from cost new to 
cover accrued depreciation, both physical and functional 
.” The statement of the Maryland Public Service 
Commission in the case of the Chesapeake and Potomac 
Telephone Company of Baltimore City has already been 
cited on page 106. Quoting from the report of the Valuation 
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Committee of the American Society of Civil Engineers: “A 
limited search . . . . indicated that inadequacy and obsoles- 
cence were included either in ascertaining the amount of 
depreciation to be included in cost, or to be deducted from 
earnings .. . . by the commissions of the following states: 
Arizona, California, Colorado, Illinois, Maryland, Massa- 
chusetts, New York, Oregon, South Dakota, Wisconsin.’ 

Covering this feature, i.e., the depreciation feature, in 
making returns to the government under the Federal In- 
come Tax of 1916, the Commissioner ruled as follows: “The 
deduction for depreciation should be the estimated amount 
of the loss, accrued during the year to which the return 
relates, in the value of the property in respect of which such 
deduction is claimed, that arises from exhaustion, wear and 
tear, or obsolescence out of the uses to which the property is 
put .... The depreciation allowance, to be deductible, 
must be, as nearly as possible, the measure of the loss due to 
wear and tear, exhaustion, and obsolescence.”’ 

Although not specifically mentioned, functional deprecia- 
tion may be said to have the sanction of the United States 
Supreme Court in its decisions covering the Knoxville 
and Minnesota rate cases. In the case of the Des Moines 
Water Company v. City of Des Moines, 192 Fed. 193, 
September 16, 1911, the court allows both ‘“‘functional and 
physical depreciation. ”’ 

It would seem, then, that the legality of the practice is 
pretty well established and the ability to compute the 
amount has been recognized. It is not often the case in 
matters of business policy and prudence such as this that 
the courts lead where business men and some professional 
men are reluctant to follow. 


Contingent Depreciation 


A third factor in depreciation is given in the chart on 
page I2I as contingent. The term would seem to indicate 
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on the face of things that it is not a factor of sufficient 
definiteness and certainty to make possible its prevision and 
therefore the calculation of its effect. Hence it might seem 
that provision could be made for it only by means of a general 
reserve. In many individual cases and as to its application 
as a universally operative factor in the same sense that are 
use and wear and tear, the position is undoubtedly well taken. 
The term contingent, as here used, is meant to cover not 
only things which have happened and may happen again, but 
also things which in given localities and under known or 
knowable conditions are more or less inevitable. Hence 
while not found present in all cases, where conditions are 
favorable to the happening of any of the contingencies, 
from the standpoint of prudence and an equitable dis- 
tribution of the burden of costs, provision should be 
made for them as one of the items comprising depre- 
ciation. Contingent depreciation may comprise three classes 
of contingencies, viz., (1) accidents, (2) diseases, and (3) 
diminution in supply. 

Accidents. With regard to the first class, M. E. Cooley, 
in the Milwaukee Three-cent Fare Case, says: ‘‘An engine 
or a boiler may be wrecked and with it other machinery, 
This might, and probably would, involve a considerable 
expense for repairs or replacement, besides possibly crip- 
»ling the plant in part. Cars may collide or a car may 
drop through abridge. <A bridge itself may fall or be carried 
away by floods. A storm, as a cyclone, may work havoc, 
entailing costs in excess of those proper to be charged to 
ordinary maintenance of property.’ Accidents may happen 
either as a result of negligence or as a so-called ‘‘act of God,”’ 
i.e., the elements, or a hidden defect in the structure. With 
regard to depreciation from accidents it may be quoted, 
‘There is always a certain amount of loss by accident which 
seems to be inseparable from the business. Usually it can 
be counted on in advance, and no amount of care and pre- 
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caution will entirely eliminate it.’”’** The Railway Library 
for 1910 says that of 899 railroad accidents the various causes 
were: 
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In a large concern where past experience may serve as a 
guide to the future, depreciation of this sort can be rather 
accurately estimated. In the case of the rolling stock of 
a railroad, statistics make available the yearly loss due to 
accidents from whatever cause. It is argued that such 
losses are fairly uniform from year to year in a large system 
of that sort, and each year’s operation carries the burden 
simply by charging all repairs incident thereto against the 
revenues of that period. This is, of course, true in the main 
and may give sufficiently accurate results. The same treat- 
ment may also be applied to replacements, and if the units 
are sufficiently small in value in comparison with their 
number, practically no inequity as between periods will 
result. However, the Interstate Commerce Commission has 
ordered that depreciation reserves shall be set up for the 
proper handling of such accidents and this seems the better 
method. Statistics are available as to how frequently ex- 
plosions in powder factories are apt to occur and the losses 
due to them, so that a manager can calculate the provision 
to be made on that account. Those are simply the risks of 
the particular business, and wherever it is known that they 
are applicable to any kind or group of equipment or other 
assets, certainly the current operations should bear their 
share. 

After all, depreciation charges due to any causes are 
much of the nature of insurance which has to be carried 


* Spring Valley Water Co, y, San Francisco, 165 Fed. Rep. 703. 
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by the enterprise itself because the risks have not yet been 
reduced to an insurable basis. Much as a proprietor may 
dislike to carry his own depreciation insurance, he is com- 
pelled to. In connection with accidents as a part of the de- 
preciation charge, it should be noted that the product should 
not be charged twice for this item. If regular insurance is 
carried for fire, flood, tornado, earthquake, and the like, 
certainly those elements should be omitted from the insur- 
ance risk carried as depreciation by the concern itself. 

Disease. Under certain conditions as to climate and 
local environment, the ravages of disease must be reckoned 
with. Diseases are caused by: 


1. Parasites 

2. Water pollution 

3. Growths in water mains 
4. Electrolysis 

5. Crystallization* 


Losses and deterioration from these causes are quite ap- 
preciable in some enterprises. Telephone poles are subject 


to attack by borers and woodpeckers. ‘“‘More than 50% 
of the weight of the wood may be removed .. . . without 
being greatly manifested upon the surface.” “At least 10% 


of the chestnut poles reset or replaced are injured by insects.” 
Railroad trestles, bridges, docks, piers, wooden shipping, and 
structures of all sorts are more or less subject to this kind 
of depreciation. Minute vegetable growths known as algae 
may cause a marked depreciation in a water utility. Other 
forms of vegetable and animal organisms sometimes cause 
growths in water-pipes, resulting in a partial shutting off of 
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the capacity. Similarly, mineral growths may produce like 
effects. Iron oxide (common rust) and lime deposits or scale 
are frequent causes. 

Electrolysis. Depreciation caused by electrolysis is a 
highly technical subject, discussion of which will not be 
attempted here. ‘Electrolysis is a chemical decomposition 
produced by an electric current. As applied to utilities, 
electrolysis is the disintegration of metal structure caused by 
the electrolytic action produced by stray electric currents, 
generally from the return circuits of single trolley electric 
tailways.”’ The damage, both direct as above stated, and 
indirect as in the leaking of water, gas, etc., or in the flooding 
of adjacent premises or injury through gas explosions, is 
recognized by the courts, but the satisfaction granted is 
limited to enjoining a continuance of the injury. 

Molecular Change. In some kinds of machinery subject 
to heavy strain and shock when in use, a disintegration of the 
structure itself takes place whereby its resisting power and 
therefore its efficiency are greatly impaired. This condition 
is known as a crystallization of the molecules. 

Depletion. Finally depreciation due to contingent causes 
may be brought about by a diminution in the supply. This 
is more in the nature of a depletion charge and will be fully 
considered in connection with that subject treated on page 


wares 


Terminable Rights 


The intangible property subject to depreciation consists 
of terminable or limited rights. Rights given or held for a 
definite period of time expire or waste away through the 
lapse of time. Decrepitude is the controlling factor here, 
and because of the definiteness of the length of time, the de- 
preciation charge is easily calculated. Therefore provision 
must be made for it. Various methods, resulting in quite 
different charges to each period, are sometimes employed. 


DEPRECIATION—ITS CAUSES 135 


These methods will be discussed in Chapters IX and X. 
Rights which are not terminable or limited—and even limited 
rights—may, however, be given up or abandoned. This is 
a situation which cannot usually be foreseen and therefore 
cannot be provided against except by means of a general 
reserve. 


Effective Depreciation 


One final point in connection with the causes of depre- 
ciation needs consideration. Though all of these various 
causes or kinds of depreciation are seldom found operative 
on a given asset, frequently several of them are so operative. 
Where this is the case their effect is not cumulative. One 
or the other will prove a controlling factor in determining 
the service life of the asset and thus the amount of its 
periodic depreciation. There is a close relation between 
the operation of the chief factors in depreciation and the scrap 
value of the asset. Thus, if it is estimated that physical 
depreciation will be complete in 8 years, obsolescence in 10 
years, and inadequacy in 12 years, scrap value would be 
slight. If, however, inadequacy is the controlling factor, 
becoming operative in 8 years, with obsolescence in 10 years, 
and physical depreciation in 12 years, clearly scrap value 
might be quite appreciable. Whichever factor is the con- 
trolling one, that factor is said in a given case to constitute 
the effective depreciation for that asset. Thus, in the first 
case mentioned, physical depreciation constitutes effective 
depreciation and would form the basis for the estimated 
charge, while in the second case inadequacy is the effective 
factor. 
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DEPRECIATION—FACTORS OF RATE 
DETERMINATION 


Fundamental Purpose of Depreciation 

Under the head of accounting for depreciation, which 
forms the subject of this and following chapters, will be 
considered: 


The purpose of the depreciation charge. 
2. Rates of depreciation and their relation to repairs, 
renewals, and replacements. 
3. Methods of reckoning depreciation and their effects. 
4. Handling depreciation on the books. 
5. Financing depreciation and some related problems. 


Though much has been written about the causes and 
kinds of depreciation, the necessity of considering it, and 
methods of calculating its amount, so far as the author 
knows there has been no adequate presentation of the 
fundamental purpose of the depreciation charge viewed 
both from the valuation or balance sheet point of view and 
the operation or profit and loss standpoint. The statement 
is frequently made that the purpose of depreciation and the 
necessity for considering it is to maintain intact the value 
of the original capital invested. In so far, therefore, as this 
necessitates a periodic charge against revenue, resulting ina 
retention in the business, either in a specific or floating form, 
of some of the revenue-producing assets, the operating 
or profit and loss phase of the business is affected. This 
secures the integrity of the original fund of capital by mak- 
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ing the revenue receipts unavailable for distribution among 
the stockholders until the portion of the assets wasted 
away has been made good. This view of depreciation has 
as its actuating purpose a showing of correct values in the 
balance sheet, with little regard to the purposes to be served 
by the depreciation charge against operations. This em- 
phasis of the problem of valuation is usually looked upon 
as primarily the engineering viewpoint. 


Depreciation a Cost of Operation ; 

On the other hand, many students of the problem view 
the depreciation charge as incurred for the sole purpose of 
determining the correct costs of doing business. Unques- 
tionably, depreciation is a cost of production. <A portion 
of the service life of equipment goes into each unit of the 
product, and depreciation constitutes a cost which must be 
borne by the product with as much reason as the labor 
power that fashions and forms it and the raw material out 
of which it is made. To determine a cost of production 
and a profit without the inclusion of the depreciation charge 
would be, as R. H. Montgomery* says, just as logical as ‘‘to 
state that a candy manufacturer had earned a net profit of 
$100,000 and that out of said $100,000 there had been set 
aside $20,000 to pay for the sugar consumed in the manu- 
facture of the product. The use of that which is consumed 
is a loss or expense. Machinery is consumed; sugar is con- 
sumed. You cannot say that one is an operating expense 
and the other is an item which need not be ascertained nor 
taken into account until the net profitis shown. ... If the 
provision for depreciation is an item which cannot be in- 
cluded among the costs of operation, there is something 
wrong.” 

This view of depreciation attempts to show the correct 
costs in the profit and loss statement of operations, without 


*In ‘Income Tax Procedure, 1918." 
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much regard to its effect on the balance sheet except that, 
in so far as every charge against operations is reflected among 
the assets, the fact of its inclusion as an operating cost 
automatically works also as a means of declaring correct 
values. Under this view—which may, without any mis- 
statement perhaps, be called the accountant’s viewpoint— 
the emphasis is placed on the effort to show true costs of the 
product, and only incidentally a true valuation of the assets. 


Complication of Short Fiscal Periods 


Theoretically there is no conflict of views here—only a 
difference in emphasis. It is purposed, however, to show 
some of the practical difficulties encountered in the full 
application of either view. As has been stated in an earlier 
chapter, the ideal time in so far as depreciation is involved 
for the determination of financial results would be the time 
when all the elements of production entering into the product 
have been completely used up—if this were possible. There 
would then be no troublesome problems as to inventories, 
accruals, or deferred charges. The fiscal period would 
coincide with the natural service-life periods of all the 
producing elements. The problem of depreciation would 
then be a simple one, and the entire value of the equipment 
would be a charge to the product turned out during its life- 
period. Such a method of determining the financial results 
of an enterprise is, of course, merely fanciful. There is 
always, and will be always, an overlapping of the life- 
periods of the various units of a plant. Furthermore the 
practical necessities of modern business and competition 
require a much shorter fiscal period with a more frequent 
figuring of results and showing of condition. It is due to 
this shortening of the fiscal period to one month, six months, 
or a year that the difficulties of the depreciation problem 
arise and inaccuracies of statement are consciously or un- 
consciously made. 
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The handling of the problem hinges on the answer to 
the question as to the correct basis for the distribution of 
the depreciation charge. Shall a fiscal period of arbitrary 
length be used as the basis for determination of the service 
life of the operating equipment? Or shall the life of inani- 
mate equipment be measured in terms of units produced, 
Service rendered, results: achieved, just as human life and 
age may be measured in terms of intensity of thought and 
action? It is unfortunately true that once the depreciation 
charge is settled, this same charge is constantly applied with 
little adjustment to changing conditions. Thus, varying 
intensity of service is not reflected in the periodic charge. 


The Factor of Idle Time 


Were it possible to foretell length of service life in terms 
of units of product instead of units of time, a much better 
approximation to actual results would be secured. And 
this very thing is attempted under almost all methods of 
estimating depreciation. The life-period of the equipment 
is estimated on an assumption of average, normal use of the 
equipment—an assumption which will give good practical 
results when and so long as operations are normal or average. 
When, however, a period of depression comes and much of 
the equipment is idle, it is clear that that period would be 
burdened unduly with a depreciation charge based on years 
or months of service life. On the other hand, a period of 
feverish activity would not bear its just share of the burden 
of wasting assets. The period which is really overburdened 
must necessarily reflect it as an undervaluation of the 
assets—more has been charged off than has been used up; 
while the opposite is true of an underburdened period. 
Of course, on the theory of averages, by the end of the life- 
period of an asset all inequalities would be ironed out. 
Some methods of cost-keeping take this factor of intensity 
into account and spread the depreciation charge on a man- 
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hour or machine-hour basis, which proportions it somewhat 
equitably to the product turned out by the use made of the 
machine and not to its elapsed life in days or months. The 
best that can be hoped for is as near an approximation to 
the truth as possible. 


Depreciation a Means of Financing 

Another view of the purpose of the depreciation charge is 
that it is a method or means of financing depreciation as it is 
sometimes termed. Under this view the effect of the de- 
preciation charge on intermediate periods is lost sight of 
and it is used solely as a means of securing a sufficient 
contribution in hand at the end of the service life of the 
asset to finance its replacement. In other words, no attempt 
is made through the periodic depreciation charge to secure 
an accurate or necessarily true statement of the values of the 
assets, nor to see that the product of a given period is bur- 
dened with its just share of all costs, though this may be an 
incidental purpose. H. V. Hayes* in discussing this phase 
of depreciation says: 

“Tt is argued that the plant unit ‘deteriorates’ year by 
year and that this ‘deterioration’ is the true measure of the 
‘depreciation’ in the value of the unit during the inter- 
mediate years of its life, and, being a physical condition of 
the plant, can in no way be measured by the purely financial 
considerations upon which the reserves for depreciation 
necessarily must be based. Such a line of reasoning is 
absolutely faulty. Any attempt to reconcile ‘deterioration’ 
with ‘depreciation’ at any intermediate period in the life 
of the plant of an undertaking, is not only unnecessary but 
futile. The error in such an attempt arises from a failure 

. .. to recognize the. fach that... .) if, delinite agree- 
ment has been reached as to the serviceable life (of the 
asset), the physical ‘deterioration’ of the unit, at any time 


* In ‘‘Public Utilities, Their Cost New and Depreciation.” 
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during its life, can be a matter affecting its intrinsic value 
in no way whatever.” 


Danger of the Financing Viewpoint 


The above statement is a fair presentation of the case for 
depreciation as a financing device. It would seem, however, 
that the exponents of this view lose sight of the inevitable 
fact that the depreciation charge is pro tanto an evaluator 
of the wasting asset during the intermediate period of 
its life. Therefore a logical conclusion to be drawn from 
the view as expressed in the quotation above, would be the 
countenancing of any method by means of which provision 
could be made to replace the asset by the end of its life, 
no matter whether the charge was spread evenly over its 
life, was made all in one year, or was made to depend on the 
amount of the net profits at the end of a given year. This 
latter alternative is a dangerous policy, always to be dep- 
recated, for depreciation is a cost of production to be taken 
account of before profits can be determined. 

After all, it may be said without fear of serious con- 
tradiction that all three views, i.e., the engineering, the 
accounting, and the financing viewpoints, must be held in 
mind in any adequate treatment of the depreciation charge. 
The important point from the commercial and accounting 
standpoint is to secure a fair and equitable charge to each 
unit of product, regardless of whether or not the burdens 
of each fiscal period are equal. This is particularly evident 
when wear and tear from use is the effective factor in deprecia- 
tion—and it is also contended that the factors of obsolescence 
and inadequacy may be as successfully and relevantly 
estimated in terms of business output as in years. If this 
results in an accurate valuation of the asset—and it is 
conceded that from the engineering viewpoint it may 
sometimes so result—the inaccuracy is of minor importance. 
According to the general law for the valuation of fixed assets, 
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changes in the market need not and should not, as a general 
thing, affect the values at which the assets are carried on the 
books of a going concern. It is, of course, a corollary to the 
main proposition that this treatment also makes adequate 
provision for financing the fact of depreciation. Various 
methods and means for the accomplishment of these purposes 
are given in Chapter IX. 


The Standardization of Depreciation Rates 

The determination of the rate of depreciation of a given 
asset is essentially an engineering problem. But as the 
accounting for depreciation is dependent on the rate, and 
the records of the accounting department must furnish 
much of the information for estimating the rate, the whole 
problem ‘of fixing depreciation rates will be considered 
under the one head. Much study and effort to reduce all 
the conditions under which assets depreciate to a common 
basis and so to a definitely stated rate for each set of condi- 
tions, have, so far, come to naught and all qualified experts 
say without reserve that the rate of depreciation is an 
individual problem. It is to be hoped that a further gather- 
ing of statistics as to expectations of life of different assets 
under varying conditions will ultimately furnish tabulations, 
corresponding to insurance tables, according to which under 
known and expected conditions a fairly accurate rate of 
depreciation for a particular asset may be made. Unlike 
insurance rates, however, the depreciation rate once estab- 
lished will not necessarily remain constant, but must be 
subject to a periodic revision in the light of new data and 
conditions. 


Effect of Local Conditions 

Many factors enter into the rate of depreciation. They 
may be classed roughly as “‘stable or normal”’ factors and 
“contingent’’ factors. It should be constantly borne in 
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mind that in the present state of the actuarial development of 

ithe subject, general rates, i.e., rates which will apply without 
readjustment, cannot be determined. For the determination 
of individual rates local conditions are always the controlling 
factor. An illustration in point is given by Henry Floy,* 
showing the varying rates used by thirty-one different con- 
cerns for the depreciation of their rolling stock equipment. 
The methods vary in almost every case, comprising annual 
charges of an arbitrary amount, per cent of the original cost, 
cents per car mile, arbitrary deductions from income irregu- 
larly applied, per cent of gross earnings, per cent of present 
estimated values. Reduced to a common basis, the per 
cent methods show a range of expected life varying between 
ten and one hundred years. Whileit is improbable that had 
the determination of the depreciation rate for the different 
concerns been in the hands of the same expert, there would 
have resulted these bewildering variations in method, still 
it does bring out in strong relief the fact, well recognized by 
experts but so often lost sight of by those unacquainted 
with the technical phases of the problem, that local condi- 
tions are a controlling factor; and that until local conditions 
can be somewhat standardized there is no hope of estab- 
lishing rates of depreciation which will be of general 
application. 


Factors in Determining Depreciation Rate 
In the determination of rates the factors to be taken 
into account are: 


1. Normal operating conditions. 

2. Normal load or normal intensity of operation. 
3. Normal repairs policy. 

4. Normal climatic conditions. 


These constitute the most important stable or normal 


* In ‘Value for Rate-Making,’’ pp. 255-256. 
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factors. Among the contingent elements, the most important 
are: 


5. Probable misuse and neglect brought about by the 
demands of the trade, resulting in a change in the 
factor of normal intensity. 

6. Probable change in ownership and consequent 
change in policy. 

7. Probable change in the requirements of the market, 
necessitating an adaptation of the equipment to 
uses for which it was not originally intended. 


At the time of installation the rate of depreciation must 
be based only on the normal factors—things which can with 
reasonable certainty be counted on. At intermediate periods 
in the life of the asset, a physical inspection should be made 
to compare the actual depreciation of the property with the 
estimated. If, then, it is found that any contingent factors 
have become real or reached the point of reasonable expect- 
ancy, these provide the basis for an adjustment of the rate 
for the remaining life-term of the asset. 


Basis of Normal Rate 


With regard to the normal rate, the following items 
demand first consideration : 


oe 


I. Exterior or movable apparatus 
(a) Abuse 
(b) Neglect 
(c) Temperatures 
(d) Oxidation 
(e) Irregular shocks in use, such as starting or 
braking, also road or rail defects 
2. Installed operating and generating machinery 
(a) Reversals, increased by rapidity and agera- 
vated by shock 
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(b) Irregular loads or service, aggravated by speed 
and sudden character 

(c) Excessive usage, resulting in increase of tem- 
perature of parts 

3. Fixed equipment including boilers and piping 

(a) Excessive and irregular strains 

(b) Interior causes of decay 

(c) Chemical action 


—all these being of greater or less effect, according to the 
time of daily usage and lack of periods of rest.’’* 


Policies as to Repairs 


Without doubt the most important single factor in the 
determination of the depreciation rate is the normal policy 
as to repairs and maintenance. Physical deterioration is 
constantly at work. If this is counteracted by a liberal 
maintenance policy, not only is more efficient service secured 
but a longer service life is thereby insured. As soon as re- 
pairs are needed, although the efficiency of the asset may 
not be immediately impaired, the rate of deterioration is 
much accelerated unless the condition is corrected. De- 
terioration takes place day by day, but repairs obviously 
cannot be made at such short intervals—both because of the 
difficulty of detection and also because such a policy would 
not be economically practical. Every concern must con- 
sider its own peculiar problems and determine from these 
what shall constitute its normal repairs policy, and so far 
as possible this should be adhered to. The charges for re- 
pairs are bound to be of a more or less irregular character. 
Their handling is discussed on page 147. 

Regardless of what the established policy as to repairs 
may be, conditions are sure to arise which make strict 
adherence to it impossible. There may occasionally be lack 


* R, P. Bolton in ‘‘ Power for Profit.”’ 
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of funds at the time repairs are customarily attended to; it 
may be impossible to get the expert labor needed or the 
parts to replace worn-out units; or, and of oftenest occur- 
rence, the need of repairs may coincide with a period of 
intense activity when the plant is being worked to its limit 
and in consequence there is no opportunity for making 
repairs. It is clear that rates based on one shift and the 
normal use of equipment during eight hours would be in- 
adequate for three shifts and twenty-four hours of use; 
for-in addition to a threefold intensity of operation this 
makes impossible adherence to the normal repairs policy 
based on an eight-hour schedule. 


Depreciation Rate an Engineering Problem 

From the above discussion it is apparent that the de- 
termination of rates is essentially an engineering problem. 
The accountant, however, needs a knowledge of the funda- 
mental considerations and requirements of fixing deprecia- 
tion rates and an appreciation of the difficulties of the 
problem. As Henry Floy™* says: ‘‘What engineer is able 
to foretell the misuse and neglect or care and high degree of 
maintenance that any given apparatus or... . property 
as a whole will receive, even during the next five or ten years, 
with vicissitudes of climate, load conditions, changes of 
management, and requirements of the public?’’ On the 
other hand, in the opinion of another prominent engineer, 
‘Consideration of these matters (misuse, neglect, etc.) 
may eventually form the basis for a systematic appraisal 
of the probabilities of life, or average of the risks, which 
would provide a method for the insurance of the life of 
machinery.” 

The author does not attempt to discuss the relative 
merits of the two contentions other than to point out the 
fact that engineers are not discouraged in spite of the many 


*In ‘Value for Rate-Making.”’ 
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contingencies and uncertainties inherent in the problem. 
They are constantly gathering data from which conclusions 
as to rates are being formed, the use of which is being com- 
pelled by regulating bodies. It is possible that the problem 
will ultimately be worked out on some kind of an insurance 
basis. 


Attitude of Regulatory Bodies 

At the present time the attitude of most regulatory 
bodies—public service boards, federal commissions, and 
tax officials—is well expressed by a regulation of the Public 
Utility Commission of New Jersey which says that, ‘‘Until 
otherwise prescribed, the amount estimated to be necessary 
to cover such wear and tear and obsolescence and inadequacy 
as have accrued during any month shall be based on a rule 
to be determined by the accounting corporation; such rule 
may be derived from a consideration of the said corporation’s 
history and experience. A general statement of the rule 
in use by each company, together with the general informa- 
tion upon which it is based, is to be filed with the Board of 
Public Utility Commissioners.’’ The trend at the present 
time is towards a more thorough supervision of depreciation 
rates on the part of many public service boards, and the 
future will undoubtedly see interesting developments. 


Methods of Handling Repairs 

Three distinct practices are met with in handling repairs 
and renewals on the books. The most general method is 
dictated by ease of application and rests on the theory of 
averages, viz.: that the amount of repairs annually recurring 
for depreciating equipment in all degrees of deterioration 
and all stages of decay and age is a fairly constant figure 
which secures an equitable distribution over the product 
of the different years. The larger the plant and the greater 
the variety of the equipment used, the more nearly does 
this work out as expected. 
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Further consideration will be given to this point in the 
discussion in Chapter X of the effect of the various methods 
used for calculating depreciation on the equality of the 
distribution of the charge. 

Another method, used in plants where a very accurate 
determination of the costs of production is desired, has as 
an outstanding feature a preliminary estimate, made at the 
time of installation, of the expected amount of repairs needed 
during the entire life of the asset. Periodically this esti- 
mate, or proportional share thereof, is brought on the books 
as a charge to Repairs and credit to Reserve for Repairs 
and so is spread evenly over the service life of the asset. 
As repairs are actually made, the cost of these is not charged 
against operation but against the reserve created for that 
very purpose. At a given time, the status of the reserve 
account shows: (1) if the equipment has just been placed 
in a normal state of repair, the under- or over-estimate of 
the amount of actual repairs needed, or (2) if the equipment 
is not in repair, the reserve account gives an index of the 
probable amount of deferred maintenance. Both items 
of information are of value in the proper management of 
properties. It is to be expected, of course, that during the 
early years of the life of an asset there will be a fairly large 
credit balance in the reserve because repair charges are 
light. The credit balance so accumulated will be needed 
during the later years when the costs of maintenance become 
heavier. 

The third method, which is a variation of the second, 
has as its characteristic feature the inclusion of the repairs 
cost with the depreciation charge. This likewise necessitates 
a preliminary estimate of the amount of expected repairs 
during the life of the asset. Instead of being handled 
separately, it is added to the depreciation rate and in this 
way charged against the product. This method has been 
prescribed in the case of some utilities in England but is 
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not much used here. Under this method two depreciation 
estimates of probable life are necessary, viz.: (1) maximum 
life brought about by an inclusion of repairs, renewals, etc., 
and (2) minimum life without such repairs. By this it is 
not meant that other methods of calculating the depreciation 
rates fail to take cognizance of the repairs factor, but that 
this method specifically calls attention to it and includes 
itin the charge made. It seems best for regulatory boards 
to make a separate book record of repairs and depreciation, 
thus insuring against any oversight of the factors of deprecia- 
tion and also insuring the correctness of a statement of 
condition. 


CEAL GE RAN 
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Methods of Calculation 

Many methods of reckoning depreciation have been de- 
vised; some good, some bad, and some too theoretical and 
involved ever to serve the practical needs of business. It is 
proposed here to explain those methods which have found 
most favor and, in Chapter X, to discuss their effects from the 
standpoint of the true purpose of any scheme of depreciation. 

There are several ways in which the depreciation calcu- 
lation can be made, and the methods may be classified 
broadly, though with some overlapping, under four heads. 
These classes are: 


1. Proportional Methods 

2. Variable Percentage Methods 
3. Compound Interest Methods 
4. Miscellaneous Methods 


Factors of Calculation 


The factors which must be known under most methods 
of calculation are: 


1. Original cost of the asset 

2. Scrap or residual value 

3. Estimated service life 

4. Under some methods, an arbitrary interest rate 


By original cost is meant full cost of the asset in position 
ready for use. By scrap value is meant the estimated value 
of the asset at the time of its discard, when removed from 
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position and ready for sale or other mode of disposal. This 
is sometimes called its salvage value as distinguished from 
its value while still in position to render service but awaiting 
discard or break-up. By estimated service life is meant the 
time during which the asset will be used for service. This 
may be expressed in ordinary units of calendar time, such as 
the year; or in units of service time, such as working hours; 
or finally in units of output, such as tons, cubic feet, kilowatt 
hours, etc. 


Symbols to be Used 
For purposes of notation and reference the following 
symbols will be used: 


V =original cost 
J, =depreciated value at end of first period 


V,= Tie sesecond pesiod 

Va = a ete last period, le. .seran, vawic 
n =length of service life 

d =rate of depreciation per period 


D =total amount of depreciation, i.e., V—Vy 

D,=amount of depreciation during first period 

Da= c « “ a last a3 

r =rate of interest 

R =1-+1,i.e., 100% plus the rate 

I— r=100% minus the rate 

A =annual amount to be paid under the compound interest 


methods 


It should be noted that the foregoing factors are all esti- 
mates, with the exception of original cost, and that when 
making these estimates the principles of depreciation as dis- 
cussed in preceding chapters must be taken into consideration. 
Thus, a decision must be made as to whether physical or 
functional depreciation is the controlling factor in deter- 
mining service life. In the determination of service life, the 
policy as to repairs, renewals, and maintenance has a very 
important bearing. In fixing the scrap value, the relation 
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of inadequacy, obsolescence, wear and tear, and age to the 
values remaining in the asset must be considered. 


I. PROPORTIONAL METHODS 


Proportional methods include all those in which the peri- 
odic depreciation is calculated as a proportional part of 
some fixed basic value. These may be grouped under the 
following subclass titles, each of which will be separately 
considered : 


(a) Straight Line 

(b) Working Hours 
(c) Composite Life 
(d) Service Output 


(a) Straight Line Method 

The “Straight Line” method, so called because its graphi- 
cal representation is a straight line, is perhaps the simplest 
of all methods for calculating the periodic depreciation charge 
and is therefore the most widely used. Under it the loss of 
value for each period is proportioned to the length of service 
life. Thus, an asset whose service life is reckoned as 10 
years will have depreciated one-tenth by the end of the first 
year, two-tenths by the end of the second year, and so on. 
The depreciation for each year is the same. Shown by 
formula, using the notation above, this will be: 


V—Vn 


D 
(1) D,= One and, evidently, 


We WV = IDEs Va= Wa Das Gitte, 


From these formulas a schedule of appraisal for a given 
asset may be made up showing its values as at the end of 
each year of its estimated life. For an asset costing $150, 
of which the service life is 5 periods and the scrap value, due 
to inadequacy, is $50, such an appraisal schedule would 
work out as follows: 
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Age in Periodic Depreciated or Total Accumulated 
Periods Depreciation Appraised Value Depreciation 

° SSeReGor $150.00 Secale c 

I 20.00 130.00 20.00 

2 20.00 I10.00 40.00 

3 20,00 90.00 60.00 

A 20.00 70.00 80.00 

5 20.00 50.00 I00.00 


Here, the fixed depreciation base, i.e., the amount to be 
written off over the 5 periods, is $100 ($150 — $50). Graph- 
ically presented below, we have the straight line AB rep- 
resenting the periodic appraised values, and the line OC, the 
accumulating depreciation. 


Aoyorse [id ecu lat eat 
famed iss saad Deoreclarior? 


0 / E 3 4 2 
Life Perlogs. 
Graphic Chart—Straight Line Method 
(b) Working Hours Method 
Where the ‘‘ Working Hours” method is used, the life of 
the asset, instead of being estimated in calendar units of 
time, is given in service units as so many working hours. 


154 ACCOUNTING—THEORY AND PRACTICE 


Thus, if it is estimated that a machine will stand 12,000 hours 
of operation, its service life is stated as 12,000 working hours. 
Record is kept of the number of hours the machine is oper- 
ated during each fiscal period and compared with the es- 
timated length of service life (also in working hours) to give 
the proportion of the total depreciation which must be 
charged to a given period. Using the same example—an 
asset costing $150, with scrap value of $50, and service life 
of 12,000 working hours—the appraisal schedule will be as 
shown below, assuming that during the first fiscal period the 
asset was used 3,000 hours, during the second 4,500 hours, 
the third 2,700, the fourth 1,200, and that it was scrapped 
some time during the fifth fiscal period after another 600 
hours of operation. 


Age in Service Depreciation Depreciated or Total Accumulated 
Periods Hours Rate % Appraised Value Depreciation 

OP Sh OC Rae ana e $150.00 Ay ESRB 

I 3,000 25 125.00 25.00 

2 4,500 37% 87.50 62.50 

2 2,700 22% 65.00 85.00 

4 1,200 10 55.00 95.00 

5 600 ic 50.00 I00.00 

12,000 I0O0 


The following chart shows graphically the appraised 
values and the accumulated depreciation as at the end of 
successive fiscal periods. The character of the curves here 
has no relation to the lapse of calendar time, i.e., fiscal periods, 
but depends entirely on the degree of intensity of operation 
of the asset, i.e., its service life in working hours. The 
above curves are true, therefore, only for the particular data 
assumed and do not, in any way, indicate a characteristic 
tendency of thismethod. Were the bottom line of the chart, 
the abscissa, laid off proportionately on the basis of working 
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hours instead of fiscal periods, both graphs would, of course, 
become straight lines. It is only because information as to 


ADLIOISED 
kolve. ee 


Accurmulayed 
LDeoreciarion. 
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Fiscal Periods 
Graphic Chart—Working Hours Method 


values is desired at the close of each fiscal period that the 
curves representing values become broken lines. 


(c) Composite Life Method 

Another proportional method, which in its operation is 
similar to the straight line method, is known as the ‘‘Com- 
posite Life’? method. Its feature is the calculation of depre- 
ciation on the plant as a whole, rather than on each individual 
asset. Under it what is known as the mean life of the plant 
is calculated. Depreciation may then be estimated, on the 
straight line or other basis, for the entire plant. To de- 
termine mean life it is necessary to “weight”’ the life of each 
individual asset with its value and so get a common basis, 
the dollar-year, for all assets. The process of calculating 
mean life will be explained in Chapter XI where also its use 
and adaptability are discussed. Aside from the determina- 
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tion of mean life, the method does not differ from others 
which have been or will be discussed. 


(d) Service Output Method 

A fourth type of proportional method is known as the 
“Service Output’? method. Under it, the life of the asset 1s 
reckoned in terms of quantity of output. This is very similar 
to the working hours method but differs in the unit of meas- 
urement for service life. The life of the asset is measured by 
its product. Thus, the life of a water filter may be given 
in terms of gallons or cubic feet of water run through it; that 
of a rock crusher in terms of the cubic feet of rock handled; 
that of a freight car or engine in terms of car miles; and so 
on. If, therefore, record is kept of the performance of such 
an asset for the fiscal period, the amount of depreciation to be 
charged off is readily calculated, being such a portion of the 
total depreciation as the units of output for the current 
period bear to the total units of life output. It is thus a 
straight proportional method. Its appraisal schedule and 
graphical representation are exactly similar to those of the 
working hours method. It should be said, however, that 
sometimes the service output method is operated on a sink- 
ing fund basis instead of on a total depreciation basis. When 
the sinking fund basis is used, the total payments into the fund, 
excluding all interest accretions, constitute the total amount 
of depreciation to be distributed over the service output. 


2. VARIABLE PERCENTAGE METHODS 


The second main classification of methods, called for 
want of a better title, ‘Variable Percentage’”’ methods, 
differs from the proportional methods in that either the base 
or the percentage rate varies for each estimate of deprecia- 
tion. The various proportional methods can all be expressed 
as percentages but their base remains fixed and is always 
the total amount of depreciation to be charged off. Under the 
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variable percentage methods, if the percentage is fixed, the 
base varies; and if the base is fixed, the percentage varies. 
The subclasses here are: 


(a) Fixed Percentage of Diminishing Value Method 

(b) ‘‘Changing Percentage of Cost Less Scrap’? Method 
(sometimes known as the “Sum of Expected 
Life-Periods’’ Method) 

(c) Arbitrary with Increasing Amounts 

(d) Arbitrary with Decreasing Amounts 


(a) Fixed Percentage of Diminishing Value Method 


The “Fixed Percentage of Diminishing Value’”’ method 
estimates the periodic depreciation as a fixed percentage of 
the appraised or book value of the asset as at the time of the 
last appraisal. Thus, if the asset cost $1,000 and the fixed 
rate is 10%, the first depreciation estimate is $100 (10% of 
$1,000) giving an appraised value of $900; the second depre- 
ciation estimate is $90 (10% of $900), with a new appraised 
value of $810; the third estimate is $81 (10% of $810), with 
an appraisal of $729 for the asset; and so on. It is evident 
that a final zero valuation can never be reached (although it 
may be approximated) as the series becomes an indefinite or 
indeterminate series. If there is any scrap value, and there 
usually is, the series becomes determinate. From the stand- 
point of calculation the problem here is the determination of 
the fixed rate necessary to reduce the asset value to residual 
or scrap value in the given life-term. Using the standard 
notation, we may formulate the following equations: 

Ve =VaH— OV 7 = V 11 —- DH Va—d) Gd); 
V; =V.(1—d) =V(1—d)(1—d)(1—d); whence 
Va =V(1—4), which solved for 1 —d gives, 


aes 
1—d= V 2 and, solving for d, we get 


(2) Aa meNuy 
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While complex, the formula is readily solvable by means 
of logarithms. For an asset costing $150 with a service life 
of 5 years and a scrap value of $50, the rate is found by the 
above formula to be approximately 19.726%. 


| 
ds=1— ws aii 
150 


The appraisal schedule is, therefore, as follows: 


Age in Fixed Depreciation Periodic Depreciated or |Total Accumulated 
Periods Rate % Depreciation Appraised Value Depreciation 

OPM | eee eae Ce care $150.00 Ce ae 

I 19.726 29.50 120.41 29.59 

2 19.726 eis 96.66 53-34 

3 19.726 19.07 77-59 72.41 

4 19.726 Tse32 62.27 87-73 

5 19.726 WA DG 50.00 I00.00 

100.00 


The following chart shows graphically the appraised values 
and the accumulated depreciation: 


Accu saved 
Degoreciarion. 


Q / 2 3 <i I 
Life Periods 


Graphic Chart—Fixed Percentage of Diminishing Value Method 


DEPRECIATION—METHODS OF CALCULATING 159 


(b) Changing Percentage of Cost Less Scrap Method 

Similar in effect to the method just explained is the 
“Changing Percentage of Cost Less Scrap’’ or the ‘‘Sum of 
Expected Life-Periods’’ method. Here, the base remains 
fixed, but the periodic depreciation rates change. Each 
depreciation rate is a fraction the common denominator of 
which is the sum of the expected life-periods as viewed from 
the beginning of each successive period, and the numerator 
of which is the expected life for the period in question. For 
example, an asset of which the expected life is 5 periods has 
at the beginning of each successive period expected life-terms 
of 4, 3, 2, and I periods respectively, making a total of 15 
which becomes the common denominator of the fractions 
whose numerators are 5, 4, 3, 2, and I respectively; ie., 
the changing depreciation rates are 5/15, 4/15, 3/15, 2/15, 
and 1/15. For an asset costing $150 with expected life of 
5 periods and scrap value of $50, the appraisal schedule 
would be as follows: 


Age in Changing Depre- Periodic Depreciated or |Total Accumulated 
Periods ciation Rate % Depreciation Appraised Value Depreciation 
° aoe SN cha $150.00 Cee 
14 6.67 a 
qT 33/3 33°33 T10,07 33-33 
2 2673 26.67 90.00 60.00 
2) 20 20.00 70.00 80,00 
4 1373 13.33 56.67 93-33 
5 Gar ki 6.67 50.00 100.00 


A comparison of this appraisal schedule with that of 
the fixed percentage of diminishing value method shows 
that this method charges more depreciation during the 
early life-periods and less during the later periods. The 
general effect of this method and its significance are dis- 
cussed in Chapter X where the relative merits of the various 
methods are considered. The graph for the sum of ex- 
pected life-periods method is not shown as it differs little 
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from that of the fixed percentage of diminishing value method 
on page 158. 


(c, d) Arbitrary Methods 

The two other arbitrary types of this variable percentage 
method are hardly to be classed as methods as they do not 
rest on any law according to which they may be operated. 
Under them arbitrary amounts are charged to depreciation 
each period, the only controlling principle being that in the 
one case these periodic amounts increase from period to pe- 
riod, while in the other case they decrease. In the one case, 
therefore, the appraisal schedule would be similar as to its 
“Periodic Depreciation”’ column to those of the two methods 
just explained, excepting that the column must be reversed, 
i.e., read from the bottom upward. In the other case, the 
appraisal schedule would be exactly similar to those just 
shown. Within the restriction that they must be increasing 
or decreasing amounts for succeeding periods and that the 
total depreciation must be charged off within the estimated 
life period of the asset, the periodic depreciation charges are, 
under these methods, purely arbitrary, neither based on fact 
nor logic. 


3. COMPOUND INTEREST METHODS 


The third general type of methods for making the depre- 
ciation estimate may be called the “Compound Interest” 
type. This differs radically from any of the others in that 
it uses the compound interest principle to determine the 
amount of periodic depreciation. In the practical applica- 
tion of some of these methods, not only is depreciation es- 
timated on this basis but an actual fund of cash or other 
assets is set aside for accumulation on the compound interest 
principle so as to provide ready funds for financing the re- 
placement when the old asset is discarded. The setting aside 
of the fund is not an essential part of the method, and its dis- 
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cussion is therefore deferred to Chapter XXV where the 
subject of funds and their treatment is fully oonsidered. 
Under this type there are three methods: 


(a) Sinking Fund 
(b) Annuity 
(cy nit, Cost 


(a) Sinking Fund Method 

The problem under the “Sinking Fund” method is the 
calculation of the amount of a sum of money which placed at 
compound interest at the end of successive periods will 
accumulate to the amount of the total depreciation of the 
asset during its life-term. At the end of each period, this 
amount plus any accumulated interest on the amounts 
previously set aside becomes the depreciation estimate for 
this period. Unless a fund is actually established, there can, 
of course, be no accumulation of interest. Under this method 
the amount of such theoretically accumulated.interest is, 
nevertheless, made a part of the periodic depreciation 
charge. 

The method thus becomes simply a mathematical device 
for making the estimate. The calculation of the fixed periodic 
amount is in accordance with the following mathematical 
formula, using the notation given on page 151. The develop- 
ment of this formula is given in full in Chapter XXV, ‘The 

‘Sinking Fund”: 
V=Va)r Dr 
(3) A= Go pas 


For the asset used in the other illustrations, i.e., for an 
asset with a full valuation at the beginning of its life of $150 
and a residual value of $50 after a service life of five years, 
this periodic amount is $18.10, if interest is reckoned at 5%. 
Any other rate of interest within reason would, of course, 
be equally appropriate, 
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The following appraisal schedule may be set up: 


—E 
Preriopic DEPRECIATION COMPOSED OF: 
: Depreciated or 
pees Appraised _|Total Accumulated 
Periodic lavereer Total Value epreciation 
Amount 
fe) See Sea Meme 6 $150.00 ieee 
I 18.10 Mea 18.10 131.90 18.10 
2 18.10 .9O 19.00 II2.90 Belo 
3 18.10 1.85 19.05 92.95 57-05 
4 18.10 DROS 20.05 72.00 78.00 
5 18.10 3.90 22.00 50.00 100.00 
ch 
100.00 


The following chart shows graphically the appraised 
values, the accumulating depreciation and the elements 
which compose it, the curve OD representing the fixed 
periodic amounts, and EF the theoretical interest accumula- 
tions. The curve OD is a straight line inasmuch as it repre- 
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Graphic Chart—Sinking Fund Method 
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sents fixed periodic amounts. The depreciation and interest 
curves, OC and EF, representing gradually increasing 
amounts, are both slightly concave and would become in- 
creasingly so the longer the period covered. The appraisal 
curve AB is slightly convex and its convexity is accelerated 
by lapse of time. 


(b) Annuity Method 


The “‘Annuity’’ method also makes use of the compound 
interest principle, but in addition to the method of the sink- 
ing fund it adds to the periodic depreciation charge as deter- 
mined thereunder interest on the successive appraised values 
of the asset. The effect of this is to charge to the product, 
by way of Profit and Loss, interest on the capital invested 
in each asset used in manufacture. The appraised values 
of the asset are exactly the same as under the sinking fund 
method, but the expense charge to depreciation is larger 
under the annuity method by the interest on the appraised 
value of the asset. This charging of interest to the product 
under the title ‘depreciation’ makes it necessary to capital- 
ize the interest charge by adding it to the value of the asset. 
If the amount to be charged off, i.e., V-Vz, is the same under 
both methods, for both to arrive at the same scrap value, 
V,, the interest under the annuity method must be added to 
the value of the asset each time before deducting the depre- 
ciation charge, a part of which is this same interest. The 
annuity method thus makes a larger periodic charge than the 
sinking fund method. 

The problem involved in the calculation of the periodic 
depreciation charge by the annuity method is sometimes 
stated as the method of finding a fixed or constantly equal 
periodic charge sufficient to charge off not only depreciation 
as such but also the interest which has been added to the 
value of the asset. The mathematical formula may be de- 
rived as follows, using the standard notation: 
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VR =V(1-+ 1r), or the asset with interest added to it 
VR-—D, =V;, appraised value at end of first period 
ViR—D,*=VR?—D,;R—D,=V>2, appraised value at end of second 
period 
V,zR—D,;*=VR3—D,R?—D,;R—D,=VR3—D;(R*++ R41) 
=V;, appraised value at end of third period, etc. 


Generalizing, we have: 
Va-1R—D;=VR"—D, (R® 7+ R®7?.......¢R?7+R+1)=Vn, scrap 
value. Whence 


VR®—Vna =D Solving for D,, we have: 
a 
(VR = Vali R a7 OV RE Valr Ady au 
(4) De ae = ae periodic depreciation 


charge 


That this is the same as the amount of the periodic 
depreciation charge by the sinking fund method plus 
interest on the investment, is seen by comparing formula 
(4) with formula (3). Formula (4) may be written as 
(VR"—V,)r + Vr—Vr 

R*—1 
into the numerator. Adding zero (Vr—Vr=O) cannot 
change its value. Performing the multiplication indicated 


VR*r—V,r + Vr—Vr 


, 1.e., the quantity Vr—Vr=O is put 


by the parentheses, we have Re Re- 
—I 
Vr-—V "r— 
arranging the terms, we have Cee oe Ue os which 
—I 
V- a 
factored in each group becomes i eas oll cay) By 


R*-1 Re =1 
reducing the second fraction, this may be written as: _ 


(V—Vn)r r 
(5) eqpareran tel bi 
which is seen to be identical with formula (3) for the sinking 
fund except for the addition of Vr, which represents interest 


* Inasmuch as by hypothesis the periodic depreciation charges are the same D, =D, = 
D; etc., hence, D, is used to represent the fixed depreciation charge per period. 
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at r% on the investment V. The identity of the annuity 
formula (4) with the sinking fund formula (3) plus interest 
on investment can be established similarly for any of the 
periods. 

It will be noted that by the annuity method the whole 
original value of the investment is always earning interest 
either in the sinking fund or in the diminishing appraised 
value. Thus, the portion of original value deducted each 
period earns interest in the sinking fund, while what is left 
as appraised value earns interest outside the fund. Thus, 
the annuity method of charging depreciation may be said 
to consist of two parts, viz., the fixed periodic amount and 
interest on the original investment. This will be seen from 
the appraisal schedule which follows. The same illustrative 
data are used as before, including interest at 5%. 


Prriopic DEPRECIATION CHARGE ACCUMULATED 


OMPOSED OF: DEPRECIATION 
DOs, Depre- 
c praise ciated 
Age in Interest | Interest Value | or Ap- , True 
Periods} Pixed on on Total Plus praised |Including] Depre- 
han Investment] Charge |Interest} Value Interest | ciation 


Amount yee 


(a) (b) (c) (d) (e) (f) (g) (h) 


fe) CGS LE Ray Shear ey «be riaem eerie Xe exe). tS Srbseon Sab ie geri 
I 18.10 A Ons 7.50 25.60} 157.50] 131.90] 25.60 18.10 
2 18.10 -9O 6.60 25.60 | 138.50] I12.90] 51.20] 37.10 
3 18.10 1.85 5-65 25.60] 118.55] 92.95] 76.80] 57.05 
4 18.10 2.85 4.65 25.60} 97.60] 72.00] 102.40 78.00 
5 18.10 3.90 3.60 25.60 75.60} 50.00 | 128.00] 100.00 


$90.50 | $9.50 | $28.00 |¢128.00 


It will be noted, as stated above, that the sum of the two 
interest items in columns (b) and (c) is the same for each 
period, viz., $7.50, interest on the original investment. The 
total of column (d), total charge for periodic depreciation, 
minus the total of column (c), interest on the diminishing 
appraised values, gives $100, the true depreciation as shown 
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by column (h). True depreciation under the annuity 
method is the same as under the sinking fund method. 
The periodic depreciation charge differs, however. 

A graphical illustration of the main items of the appraisal 
schedule is shown below: > 


ae | eee | ee |e | Accumulated 
ee evreciotion 
ee 


ApPplaIsed 
folve. 


0 / Za i 4 Ji 
Life Periods. 
Graphic Chart—Annuity Method 


In the above chart the points At, A?, etc., represent the 
appraised values plus interest, the segments, Atl’, A?I?, 
etc., representing interest on each period’s investment. It 
is to write down these increases in value that the additional 
$28 of periodic depreciation charges is needed. The curve 
OC is a straight line since each period’s depreciation charge 
is the same. Curves AB and OD are identical with those of 
the sinking fund method. Curve OE represents the ac- 
cumulating interest on investment as shown by the seg- 
ments AtI', A?I?, etc. Curve OC is the sum or resultant 
of curves OD and OE. 

The annuity method is termed the ‘‘Equal Annual Pay- 
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ment’’ method in a preliminary report of the Valuation Com- 
mittee of the American Society of Civil Engineers. As here 
illustrated it does bring about an equal periodic charge but 
only because the assumed rate of interest for the sinking fund: 
accumulations is taken also as the rate for interest on the 
investment. If these two rates differ, the periodic charges 
will also differ. For example, if the sinking fund rate is 
taken as 5% and the rate applicable to the appraised values 
is 8%, the sum of these two interest amounts will not be con- 
stant because the bases on which they are calculated are 
changing each period. Because of this fact the Committee 
above referred to called this the ‘‘Compound Interest’’ 
method in its final report. To distinguish this from the 
sinking fund method which also uses the compound interest 
principle, the title here adopted, i.e., the “ Annuity’’ method 
seems to accomplish that purpose. 


(c) Unit Cost Method 


A third method which uses the compound interest prin- 
ciple is called the “Unit Cost’’ method. Because of the 
involved mathematical processes required for the calculation 
of the amount of its periodic charge, and the doubtful prac- 
tical value of the method, only a description of its main fea- 
tures will be given here.* The aim of this method is to 
equalize over each unit of product three costs, viz.: the cost 
of interest on investment, the cost of operation and repairs, 
and the true depreciation cost, all of these to be included in 
a periodic charge under the title of “depreciation.”’ 

The calculation of the true depreciation cost by the sink- 
ing fund principle is the reason for including this method in 
the compound interest type. The problem to be solved is 
the determination of the price to be paid for an asset at a 


*The interested student is referred to Proceedings—American Society of Civil Engineers 
=-~December, 1916, in which will be found the Valuation Committee's report, and to Salier’s 
" Principles of Depreciation,’’ in both of which the formula is developed. 
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given time so that the cost of each unit of product turned 
out during its remaining service life shall be the same as the 
cost of each unit of product turned out during the spent por- 
‘tion of its service life. The difference between the original 
cost of the asset and the price determined as above will be 
the depreciation of the asset for the elapsed period. A sym- 
bolic showing of the problem will make the matter clear. 
The following notation will be used: 


V =original cost of the asset installed ready for use 
Vx =price that could be paid for it at the end of the period as above ex- 


plained 

O =estimated average operating costs per period, including repairs, 
for V 

o =estimated average operating costs per period, including repairs, 
for Vx 

D* = true depreciation rate or multiplier under the sinking fund method, 
for V 

* —true depreciation rate or multiplier under the sinking fund method, 

for Vx 

U =units of output for V during one period 

u — 4c (a9 ce “ Wee “ee (a9 (73 

r =rate of interest on the investment 

Then ee = the cost per unit of output for V, and 
Oem meres cae cc a3 « ali 66 73 SN 

u ih 


Since, by hypothesis, these two costs are to be equal, 
O-EDV=E Vie mOandV ean Vit, 


we may form the equation = 


Gi u 
which solved for V,, the price to be paid, gives 


a (O+DV+Vr) —0 


We mys oer Evidently, V—V, is the amount 


* D and d may be expressed as the respective periodic amount-multipliers necessary to 
create sinking funds of one dollar each under the conditions as to time and rate for V and 
V;. VD and V,d become, therefore, the periodic amounts of true depreciation, i.e., 
decrement in value. 
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of the depreciation charge. The values for D and d, as indi- 
cated in the footnote, may be substituted and the amount of 
V, determined. The process is somewhat complicated in its 
practical application and will not be carried further here. 


4. MISCELLANEOUS METHODS 


Other methods of calculating the depreciation charge are 
used, but they cannot be classified under any of the three 
groups discussed so far. They are a miscellaneous, mongrel 
breed, scarcely to be dignified in some instances as methods. 
Among these may be mentioned the following: 


(a) Maintenance Method 
(b) Replacement Method 
(c) Fifty Per Cent Method 
(d) Appraisal Method 

(e) Insurance Method 

(f) Gross Earnings Method 


(a) Maintenance Method 

In this case a periodic charge for depreciation is made, 
equal in amount to the cost of maintenance of the asset for 
the period. It is thus a definite but variable amount, de- 
pending upon the maintenance policy. 


(b) Replacement Method 

This is hardly a method of calculating the depreciation 
charge, but rather of recognizing the fact of depreciation by 
charging all renewals and replacements to revenue. It is 
argued that in a large, widely extended plant after deprecia- 
tion has reached the point where renewals are necessary, the 
charging of all renewals and replacements as expenses will 
take care of all accruing depreciation and secure a fairly uni- 
form charge to product from period to period. Under this 
plan depreciation as such does not appear on the books but is 
taken care of under other titles. 
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(c) The Fifty Per Cent Method 

This is somewhat similar to the replacement method in 
that it is applicable only after depreciation has reached the 
renewals stage. It is claimed for it that, in a property or 
class of asset consisting of many similar parts, as railroad 
ties, for example, after the stage of normal repairs has been 
reached so that the parts are in all degrees of repair from 0% 
to 100%, the normal maintenance and renewals policy will 
maintain the property or asset always in about 50% con- 
dition. Therefore the total depreciation for the asset or class 
is the other 50%, which never reaches a larger amount be- 
cause of a constant renewal of parts. This 50% deprecia- 
tion may or may not be carried on the books but it exists 
nevertheless. For the conditions under which it is applic- 
able as above, the law of averages doubtless applies and 
makes the estimate a fairly good one. 


(d) Appraisal Method 

Here a physical appraisal of the asset or property is taken 
at the close of every fiscal period. The difference in value 
between the two appraisals for successive fiscal periods repre- 
sents the depreciation for the period and would be brought 
on the books as such, 


(e) Insurance Method 

This is applicable only to large properties with assets 
widely distributed. Its operation “involves the actuarial 
principles of ordinary insurance. This means that the fund 
accumulated by depreciation charges should not be reserved 
as an accumulation until it can be spent for the purpose of 
replacing the identical property upon which the fund ac- 
cumulated when such property is abandoned; and further- 
more, that this fund should be expended, in whole or in part, 
during the year in which it is created, in the replacement of 
equipment.”’ 
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(f) Gross Earnings Method 

Here the depreciation estimate is based on the gross 
earnings for the period. This does not necessarily mean that 
the depreciation estimate will be large when profits are large, 
and small or nothing when profits are small, although it may 
be made to apply in that way in individual cases. The 
policy of making ample reserves for depreciation in good 
years and scant reserves in poor years is not to be wholly 
condemned. Depreciation, however, has no relation to, or 
dependence upon, profits. Rather, profits depend on depre- 
ciation in the sense that they cannot exist until after charges 
for depreciation have been taken care of. Depreciation 
considered as a fixed per cent of gross earnings is almost the 
same in effect as the service output method, and has much to 
commend it. 


Condition Per Cent 

Before leaving the topic of method, it may be well to 
explain a term used in connection with the depreciation 
estimate, viz., condition per cent. The condition per cent 
of an asset is found by subtracting from 100%, the fraction 
which represents the ratio of the present accumulated depre- 
ciation to the total estimated depreciation. Thus, if an 
asset has depreciated in value one-quarter, its condition per 
cent is said to be 75 (100%—25%). Hence, condition per 
cent is easily calculated if depreciation has been estimated by 
any of the proportional methods. If, in addition to the 
standard notation used, we assume that: 


Dm= total amount of depreciation for m periods 
Vm = value of the assct at end of m’th period 


then, in general, condition per cent may be expressed by the 
formula: 


Dm 
(6) 100% aaa 
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Raion lye ner ctor ea eee V (100% ps = Moe neo 


portional methods aera Therefore, condition per cent 


D 
is 100% — nd. 

Under the sinking fund method, the calculation is more 
complex. Dm, the total amount of depreciation accumu: 
lated to date, i.e., after m periods, is the amount of the an- 
nuity A form periods. From formula (3), Chapter XV, page 
A(R? —1) 
aa Bak 


272, the amount of an annuity A is seen to be 


Therefore, p,- and ee from which 
A(R™ —1) 
~ipeaal BS i R™-I ‘ ne 
the ratio Do Ree Accordingly, condition 
i 


per cent under the sinking fund method is: 
Re 


(7) 100% Opes 


Cle WaM PIM EAR OC 


DEPRECIATION—APPRAISEMENT OF THE 
VARIOUS METHODS 


General Considerations 

No method of estimating depreciation will ever be 
devised which will be applicable under all conditions and 
to all kinds of property. Such a panacea for the ills of 
wasting assets can obviously never be found, for the very 
good reason that the same medicine will not suit all patients. 
What gives good results in one case may not be applicable 
or not equally so, in another case. In discussing the relative 
merits of the various methods, therefore, no dogmatic rules 
for their use can be laid down; furthermore, without a de- 
tailed knowledge of operating conditions, only their main 
points of strength and weakness can be pointed out, and this 
is all that will be attempted here. 

In a critical discussion of methods and their effects, the 
fact of depreciation may be considered from either the 
viewpoint of time or service. Depreciation when viewed 
from the aspect of time may be said to be due to: 


1. Decrepitude, which is merely the lapse of time. 

2. Inadequacy, which is lack of capacity to do the 
work which increasing markets demand (a condi- 
tion the essence of which is also time). 

3. Obsolescence, which represents the inability to 
perform efficiently as compared with the service 
secured from more modern equipment, and which 
may be a condition brought about by lapse of 
time and the developments of an art or science. 
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When viewed from the aspect of service, depreciation may 
be due primarily to wear and tear, which is a condition 
directly dependent upon the service rendered. 

It has been pointed out that these elements of deprec.- 
ation, viz., wear and tear, inadequacy, obsolescence, etc., 
are single and isolated in their action and not cumulative. 
One of them, therefore, is the controlling element in any 
estimate of depreciation. Accordingly, in judging the 
merits of a method the kind of depreciation must be taken 
into account; i.e., depreciation must be viewed from a time 
and service standpoint. 


Ideal Basis for Distribution of Depreciation Charge 


Regardless of the actual progress of depreciation, the 
theoretically ideal method of distributing the charge, from 
the standpoint of a going concern, is so that.each unit of 
output shall bear its just proportion of the burden. Any 
other attitude is inconsistent. Thus, assuming that actual 
depreciation does not progress uniformly, that, as some main- 
tain, the rate of depreciation is heaviest towards the end of 
the service life of an asset, it would not be equitable to 
charge the product of those years with a much higher burden 
than that of the earlier years. Just as it is a misfortune 
to be born under some conditions, so here it would be a 
misfortune to a commodity to be produced during the latter 
years of the service life of an asset. The life-period of an 
.asset must be viewed as a whole and its total depreciation 
should be distributed evenly over its output, if equity is to 
be secured—other conditions, of course, remaining the 
same. This principle does not apply alone to the deprecia- 
tion charge but equally to all other charges in connection 
with the asset, such as repairs, maintenance, etc. The author 
does not believe that these other costs should include a 
charge for an assumed rate of interest on the money invested 
in the asset. For a full consideration of the question of 
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interest on capital as an item of cost of production, the 
student is referred to Chapter XXVI. Any method of 
distributing the depreciation cost must take cognizance of 
the other costs as well. 


I. PROPORTIONAL METHODS 


(a) Straight Line Method 


The straight line method is, first of all, simple in applica- 
tion and can easily be adapted to any asset under almost 
any conditions. Partly because of the ease of calculation 
and application, it has been designated as an official method 
by many regulatory boards. Its basis is a time basis and it 
spreads the charge evenly over the periods of the service 
life of the asset. Accordingly, where the time elements of 
depreciation, viz., decrepitude, inadequacy, or obsolescence, 
control and where the output does not fluctuate much from 
period to period, the straight line method should give satis- 
factory results for its intended purpose, i.e., for allocating 
the real depreciation charge. 

Its effect, however, must be considered also in conjunc- 
tion with the distribution of the other costs connected with 
the asset. Many engineers maintain that repairs are light 
during the early life of an asset and heavy during the later 
years. If this is true and these costs are charged to the 
period in which they are incurred, the combined depreciation 
and up-keep costs place an unjustly heavy burden on the 
output of the later years. Almost equally good authority 
maintains that the cost of repairs is in no sense uniformly 
eraduated as implied above but can be counted upon in 
practice to be extremely irregular. If this is true and up- 
keep costs are charged as above, then many periods are apt 
to be underburdened and others loaded too heavily. 

While, however, these considerations must be given 
weight when a single asset is under view, in a large plant 
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after operation has continued to the point where a normal 
and fairly regular cost of up-keep has become established, 
the inequalities of the individual up-keep charges may 
merge into fairly equal charges for the up-keep of the plant 
as a whole. This the law of averages accomplishes to a 
greater or less degree. But in a small plant with few assets 
subject to depreciation, the equality of the whole might not 
result from the individual inequalities. After all, this 
magic rule of averages which is invoked to cover up many 
troublesome and embarrassing situations is obnoxious to 
scientific accounting; it is a makeshift which carries with it 
a shiftless trust in the happy outcome of things—a trust 
which has been so often betrayed as to carry little weight. 

If depreciation costs can be predetermined with a satis- 
factory degree of accuracy—and an estimate of them is all 
that can ever be made—with equal accuracy and satisfaction 
can up-keep costs be predetermined. The one is no more 
difficult than the other and equal reason exists for predeter- 
mination in both cases, viz., the securing of an equitable distri- 
bution of costs. With both estimates made at the beginning 
of the service life of the asset, all costs in connection with the 
asset can thus be prorated over the years of its service life. 

If, as stated above, the output is fairly regular as between 
periods, fair and equitable results will be obtained. If the 
output fluctuates violently, unsatisfactory costs and an 
inequitable burdening of product will be the result. The 
proper treatment of overtime and ‘“‘beyond-capacity’’ work, 
i.e., abnormal operations, requirescare. It is expected that 
such work will have a higher unit cost than normal output, 
and it is proper that a sliding scale of depreciation be applied 
in such a case. 


(b) Working Hours Method 


Most of the considerations taken into account for the 
straight line method are equally applicable to the working 
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hours method. Here, with the service life expressed in 
terms of working hours instead of fiscal periods, a far step 
has been made towards securing an equitable distribution 
of depreciation costs over product. The rate per working 
hour can in this way be applied directly to the product. 
The machine-hour and sold-hour methods of costing distri- 
bute the depreciation along with all other costs on this 
basis of ‘‘rate per working hour.”’ 

Where a machine or other asset is limited in its use to a 
few operations equally wearing in their effect, this method 
should give satisfactory results. Where, however, ore 
asset can be used for many different processes, involving 
inequalities in wear and tear, if the service rendered is the 
controlling factor, an inequitable distribution will result. 
Similarly, beyond-capacity operation, 1.e., operation beyond 
the normal sbeed at which depreciation cost has been pre- 
determined, will not be taken care of automatically by this 
method. Adjustment is necessary and, though arbitrarily 
made, must be attempted. Thus, ten articles might be 
turned out in one working hour, whereas an estimated output 
of six formed the basis for determining the rate of deprecia- 
tion per working hour. As with the straight line method, 
so here equal care must be exercised in securing an equitable 
distribution of up-keep costs. 


(c) Composite Life Method 

This is not a working method for estimating individual 
depreciation costs, but rather a method of proof or check, 
which proves very valuable in some cases. The method is 
discussed in detail on page 197 where the uses to which it 
may be turned are pointed out. 


(d) Service Output Method 
The service output method bases the depreciation cost 
not on years of life nor on life in terms of working hours of 
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service, Here an attempt 1s made to predetermine the out- 
put of the asset in terms of units of product, and so burden 
every unit with its fair share of depreciation. To secure full 
equality of charges, up-keep costs must be reckoned on the 
same basis, rather than on a time basis of service hours or 
length of life. If conditions are uniform and normal, this 
method, where applicable, secures perhaps the most satis- 
factory of all allocations of depreciation costs. To an in- 
dividual machine performing several different processes the 
method would scarcely be applicable. Toa group or battery 
of machines, turning out a uniform product in finished form 
or in the same degree of partly finished condition, the 
method could be well applied. The estimated total output 
of the group would then be taken as the basis for calculating 
the service output of each machine in the group. When 
calculating service life in whatever units, that speed of opera- 
tion which secures the highest efficiency is taken as the 
figure of normal operation. 

From the foregoing it follows that the service output 
method of calculating the depreciation charge per unit of 
output is well adapted to an inherently wasting asset, such 
asamine, a quarry, and timber lands, and is almost invariably 
applied in such cases. 


2. VARIABLE PERCENTAGE METHODS 


(a) Fixed Per Cent of Diminishing Value Method 


The chief merit of the variable percentage methods, in 
the eyes of their advocates, is the way they are automatically 
adjusted to the up-keep charges. The reader should study 
the graphs of these various methods as a means of comparing 
results. 

On the graph, page 158, it is shown that under the fixed 
per cent of diminishing value method the periodic deprecia- 
tion charges are heavy in the beginning and decrease toward 


DEPRECIATION—APPRAISEMENT OF METHODS 179 


the end. It is argued that, inasmuch as up-keep costs 
increase as the depreciation charge decreases, this method 
automatically equalizes these two costs. This argument was 
examined in detail under the previous discussion of the 
straight line method. What was there set down applies 
equally here. The fixed per cent method is also based on 
service life by periods—a time basis rather than a service 
or output basis. Furthermore, it involves a complex calcu- 
lation and is perhaps never applied with any degree of 
accuracy. Lawrence R. Dicksee prefers this method for 
handling depreciation on machinery. 


(b) Sum of Expected Life-Periods Method 

The objection of complexity of calculation to the method 
just discussed is overcome largely in the sum of expected life- 
periods method. Here the rate of decrease is more marked, 
but the method has the same general effect as the fixed per 
cent method. If the repair charges are handled, as sug- 
gested, by means of pre-estimates, the results will not be 
equitable. If repairs increase with uniform regularity as 
the depreciation costs decrease, fair equality is secured. 
Otherwise the method has little to commend it. 


(c, d) Arbitrary Methods 

The two other methods under this main group, viz.: 
arbitrary with increasing amounts in the one case and de- 
creasing amounts in the other, are not based on any orderly 
scheme of calculation and, having little logic behind them, 
are not to be relied upon. Ease of calculation is perhaps 
their only merit. 


3. COMPOUND INTEREST METHODS 


General Considerations 
In a discussion of compound interest methods the basic 
feature, that of the compound interest principle, requires 
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consideration. The thought of progression on a compound 
interest basis is fascinating tomany. Itisa powerful instru- 
ment of accumulation and its charm seems to lie in the fact 
that through its instrumentality small sums can be made to 
grow into large sums. Whether the principle is applied 
to the creation of a fund or simply as a method of calculating 
periodic amounts, the remarks of P. D. Leake,* an English 
authority, are equally appropriate. He says: ‘‘May I im- 
press upon you that these devices are dangerous expedients 
in any but the most skillful hands. ... It (the sinking 
fund) is apt to give a sense of false security, because its 
whole virtue depends upon its obligations being faithfully 
carried out over the whole period, and this condition is 
not alwaysfulfilled..... It is probable that in many cases 
the use of a sinking fund is an altogether unwarrantable 
draft upon the future, because there is no reasonable cer- 
tainty that the fund, whether it be state, municipal or 
commercial, will not be raided before it attains its object.”’ 

Over short periods the difference between the periodic 
amounts under this method and the straight line method 
is slight, as will be apparent from a comparison of the two 
charts on pages 153 and 162, giving graphic illustration of 
the two methods. There the period is for five years. When 
the period is extended to, say, twenty or fifty years, the 
difference in burden, due to interest accumulations, between 
the early years and the later years is very marked. ‘‘Thus, 
a 10-year unit having no salvage value, loses half its value in 
5 years under the straight line theory, regardless of the rate 
of interest, and at 5% under the compound interest theory 
it loses nearly as much—about 44% of its value in the same 
time; .. . . but a 50-year unit, losing half its value in 25 
years, under the straight line theory, loses only 22.8% of its 
value, at 5%, under the compound interest theory.”’ 


* In “‘ Depreciation and Wasting Assets.’ 
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(a) Sinking Fund Method 


The sinking fund method as an orderly scheme for esti- 
mating the periodic depreciation charge will make the 
estimate, and, if adhered to faithfully, the entire deprecia- 
tion will be written off by the end of the service life of the 
asset. In this respect it is to be preferred to any arbitrary 
or haphazard method. That it secures an equitable dis- 
tribution of depreciation costs over the product of the 
various periods, or that it effects a correct valuation of the 
asset at intermediate periods of its life is open to serious 
questioning. The periodic charge under the sinking fund 
method perhaps bears no relation to the fact of depreciation. 
The method is, at the best, simply a mathematical device 
for an orderly calculation of periodic amounts. In the 
valuation work of public service companies or in regulation 
work where, as in California, actual funds must be set aside 
to accumulate at compound interest, there is no serious 
objection to the method. Although it rests on false or 
doubtful assumptions of fact and results in an inequitable 
burden on the product as viewed from the standpoint of 
individual assets, these are minor considerations;. for the 
method does by the end of its service life take care of the 
loss in value. Judged from the standpoint of its relation 
to up-keep costs, the method lays an increasingly heavy 
burden on the later years of the life of the asset. 


(b) Annuity Method 


All that has been said with regard to the sinking fund 
method applies with equal point to the annuity method. 
As previously indicated, in the explanation of its essential 
features, this method automatically secures a charge for 
interest on the investment as a part of the depreciation 
charge. Not only is the charging of interest of doubtful 
propriety in itself, but certainly its inclusion under the 
title of depreciation is misleading and indefensible. The 
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courage of one’s convictions with regard to interest as a part 
of cost should not allow interest to shelter itself under the 
cloak of ‘‘depreciation.’”’ By referring to the appraisal 
schedule and chart, it is seen that the real depreciation charge 
is exactly the same under the annuity as under the sinking 
fund method. 


(c) Unit Cost Method 

The unit cost method represents an attempt to secure 
an equal burdening of each unit of product with interest, 
depreciation, and operating costs. In the language of its 
proponents, “this theory is probably the soundest theory of 
depreciation, and when applied with intelligence, probably 
furnishes the truest measure of accrued depreciation.” 
While the end sought by the unit cost method is commend- 
able, it is a compound interest method and it mixes interest, 
up-keep, and depreciation under the one title “‘ depreciation.” 


4. MiscELLANEOUS METHODS 
Criticisms of the miscellaneous theories can be brief. 


(a) Maintenance Method 

This method is irregular in its incidence, and under it the 
depreciation charge fluctuates violently between periods. 
Just as maintenance is subordinated to the requirements 
and demands of the trade, so also are depreciation costs 
made to depend on the same conditions. The charging of 
depreciation thus becomes a matter of business convenience 
instead of an inexorable fact of production. Just as repairs 
are postponed to a slack period during which maintenance 
charges are in consequence heavy, so does the depreciation 
charge increase even though actual wear and tear has de- 
creased. Presumably the method makes charges light dur- 
ing the early years and heavy during the later years of 
the life of the asset. In a large plant with various kinds of 
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assets, after a normal up-keep charge has been established, 
the maintenance method of estimating the periodic charge 
for depreciation for the plant as a whole may work out 
fairly well on the theory of averages or by accident; for 
maintenance is not a measure of depreciation. 


(b) Replacement Method 

This is not a method of measuring depreciation but 
rather of financing it, i.e., of making good the loss. It also 
is based on the law of averages, and in a large plant after 
the point of normal replacements has been reached it may 
prove a satisfactory method of accomplishing its purpose. 
It does not serve as a means whereby a periodic deprecia- 
tion charge can be brought on the books. Furthermore, it 
disregards the depreciation accrued up to the point of nor- 
mal replacements. 


(c) Fifty Per Cent Method 

This method is also based on the law of averages. Here 
the law is very apt to work out satisfactorily. When the 
point of normal replacement of the assets, to which the 
50% method is applicable, has been reached, the amount of 
depreciation is approximately 50% of the original value of 
the group of assets. This amount may be booked at that 
time and will remain without change thereafter, for the assets 
are maintained constantly in that condition. As a means 
of valuation, the method may serve well; as a measure of 
periodic depreciation or as a means of distributing the 
depreciation cost over the product, it is inadequate. 


(d) Appraisal Method 

This method is also inadequate as a means of measuring 
the periodic cost of depreciation. The physical facts of 
depreciation are not usually discernible at such short inter- 
vals. A judgment of values must, therefore, almost in- 
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variably make use, consciously or unconsciously, of some of 
the other methods of estimating the amount of depreciation 
by periods. After all, all methods of measuring deprecia- 
tion are appraisals. Under the appraisal method confusion 
between original cost and reproduction cost is almost certain 
to occur, for present market values usually control physical 
appraisals. A discussion of the relative merits of original 
cost and reproduction cost as a proper basis for estimating 
depreciation will be presented in Chapter XI. ° 


(e) Insurance Method 

This method of carrying the depreciation charge is 
analogous to the policy practiced by some concerns of tak- 
ing care of their fire losses by carrying their own insurance. 
If physical conditions are such as to make such a policy 
advisable or prudent, it should work out satisfactorily. It 
should be noted, however, that the insurance method is a 
means of providing funds for financing replacements and 
renewals rather than a method of insuring an equitable 
distribution of the depreciation cost over the product. The 
method of providing funds does not need to be the same as 
the method of measuring the periodic cost of depreciation. 
The insurance method serves the former purpose but is not 
well adapted to the latter. Much of the criticism of the 
sinking fund method is here applicable. 


(f) Percentage of Gross Earnings Method 

Measuring periodic depreciation as a percentage of the 
period’s gross earnings is a convenient and fairly satisfactory 
method under some conditions. If the principal element 
is wear and tear—a service factor rather than a time factor— 
output may have a very direct relation to gross earnings. 
If the commodity dealt in is a standardized product and 
its price does not fluctuate to any extent or, better still, is 
fixed, gross earnings will be a very fair measure of output. 
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It is true that the estimate is based on a sales valuation of 
output rather than its cost of manufacture, but under some 
conditions this is a good measure of relative output as 
between periods. A depreciation charge based on gross 
earnings may thus give an equitable distribution of the 
depreciation burden. In the case of public utilities, when 
the price of the commodity or service dealt in is fixed, an 
estimate based on gross earnings usually gives satisfactory 
results where used. In applying the method, the expected 
earnings during the composite life-period of the plant are 
estimated and depreciation costs are then prorated over 
periods on the basis of earnings for the period as compared 
with total earnings for the composite life-period; or more 
simply, a fixed percentage based on past experience can be 
applied to the earnings of each period. Some objections 
to the method, arising in some cases from a misunderstanding 
of its operation, were pointed out when an explanation of its 
working was given. 

In some cases gross earnings bear no relation, or only 
the remotest, to the quantity of output or the units of ser- 
vice rendered. A depreciation estimate based on earnings 
would not in that case be logical and could not give satis- 
factory results. 


From the above discussion of some of the merits and 
shortcomings of the various methods, the cogency of the 
. introductory remarks, to the effect that no method of meas- 
uring depreciation can serve as a panacea, should be ap- 
preciated. Every depreciation problem is more or less an 
individual problem; sweeping generalities will not serve. 


Effect on Return on Investment 

Many interesting studies have been made of the effect of 
some of the above methods on stability of income as between 
periods and their effect on the return of the investment, 
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using hypothetical data as to the earnings of the depreciating 
asset. Except for the purpose of fixing rates in the case of 
public service corporations, where the public has an interest 
because of the monopoly granted, stability of income should 
be subordinated to the fact of depreciation and not serve as 
a test of the merit or demerit of a method. 


CHAPTER XI 


RECORDING DEPRECIATION ON THE BOOKS 


Methods Commonly Employed 


Two methods of booking depreciation in the ledger are 
commonly employed. The periodic adjusting entry on 
account of depreciation has as its basic purpose the separation 
of the mixed account under asset title into its two elements— 
the one to show the expense element, the other to set up the 
true valuation of the asset. The expense element is set up 
under the one title ‘‘Depreciation’’ for all the assets. The 
deduction from the values as shown in the unadjusted asset 
account may be made either by credit entry direct to the 
asset account or by entry to a separate “‘Depreciation Re- 
serve’’ account, each one of these reserves distinguished by 
the name of the asset to which it applies. 

The latter method is preferred because thus the asset 
account at any time shows the original cost of the property— 
information of value for many purposes and worth the effort 
needed to maintain it distinct from other items. Under this 
method every wasting asset account is immediately followed 
by its particular depreciation reserve account, called its 
“valuation” account. The depreciation reserve is as much 
a part of the record of the asset as is the asset account itself. 
The two accounts are complementary, neither giving reli- 
able information without the other. The reserve account 
is thus always and only a balance sheet account. 

The above statement indicates the most satisfactory 
method of handling the various depreciation reserve accounts 
on the balance sheet. Although appearing on the credit side 
of the ledger, they are in no sense liability accounts, being 
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interpreted always as credits to the asset account, held in 
suspense, as it were, in the reserve account, pending full 
determination of their accuracy, which governs their ulti- 
mate disposition. Thus, on the balance sheet, either only the 
net present value of the asset should be shown, or prefer- 
ably its original cost with its value extended short, its de- 
preciation reserve deducted, and the present value, thus 
determined, full-extended. Further information of some 
value is given if besides the amount of the reserve the rate of 
depreciation is shown, though this is not often done. Oc- 
casionally an entirely incorrect showing, from the viewpoint 
of strict form, is seen when not only are the depreciation 
reserves—usually in one item—shown on the right side of the 
balance sheet but are set up in the Net Worth section, seem- 
ingly as a part of the surplus or other true profit reserves. 
This practice cannot be justified on any ground except that 
the sheet is kept in balance—a consideration which is far 
removed from real essentials. 


Renewals and Replacements 


First Method. As to the handling of the reserve at the 
time of renewal of parts and replacement of the entire asset, 
here also two methods are met. Under the one, the original 
cost of the part (or whole) retired is transferred from the 
asset account, its salvage value as defined above being carried 
to a Salvage account, and the cost less salvage portion being 
charged to the reserve account of the asset. This clears the 
asset account of all capital charges on account of the part 
(or whole) retired. The new part (or whole) replacing it is 
now charged to the asset account which then represents 
true cost of the new asset. IEfit isa whole which is replaced, 
theoretically the charging of it against the reserve should just _ 
clear that account of all values. Practically the preliminary 
estimate or forecast of the amount and time of deprecia- 
tion never coincides exactly with the fact of depreciation. 
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A credit balance in the reserve indicates an overallowance 
for depreciation and is an item of true reserved profits, i.e., 
surplus; whereas a debit balance indicates an insufficient 
allowance and is an expense item chargeable against surplus 
and not current profits. This matter is treated at greater 
length on page 205. When the whole asset is replaced, the 
depreciation reserve should always be cleared of any remain- 
ing balance, as indicated above, so that the new asset and its 
depreciation allowance may be handled and watched un- 
obscured by the record of any inherited sins or virtues from 
the past. 

Second Method. The other method of handling the re- 
serve at the time of replacement requires a comparison of the 
cost of the displaced asset and the cost of the new asset. 
The old asset account is allowed to stand untouched, but any 
betterment, i.e., excess of reproduction cost over original 
cost, is charged to it so that the asset account may show 
cost of the new asset. This cost, except for its betterment 
portion, if any, is now charged against the reserve. Both 
methods thus accomplish the same purpose, but the first 15 
more direct and simpler of operation. It may be interesting 
to note that, in early instructions to railway accounting 
officers, the Interstate Commerce Commission prescribed 
the second method, which emphasizes the betterment 
feature. The present regulation is in accord with the 
first method. 

Occasionally one finds a practice which, though based 
on the second method, differs in that no determination of 
betterment values is made, the original asset values remain- 
ing undisturbed and the entire reproduction cost being 
charged against the reserve account. This practice, of 
course, is due to a lack of understanding of the nature and 
purpose of the depreciation charge and its offsetting reserve, 
and is counter to correct principles. There is, however, 
seeming judicial support for it in cases of the valuation of 
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utility properties for rate purposes. The problem is dis 
cussed in full on page 202. The entries on the general books 
thus present no difficulties. 


Subsidiary Records 


Subsidiary records should usually be kept to show the 
detail of the group asset accounts carried on the general 
ledger. Not only is this necessary to maintain an adequate 
check on the inventory of the group asset and control over it, 
but without a detailed record of items it is impossible to keep 
careful watch over the operation of the forces of decay and 
depreciation and, therefore, equally impossible to build up 
teliable experience data concerning each group of assets. 
The amount of detail necessary in the record of the plant 
assets is dependent upon the information desired and cap- 
able of being obtained within a limit of cost low enough to 
make it worth the cost. This is a matter of policy which the 
management must determine. It may be desirable to carry 
the records in much greater detail for a period than would be 
justifiable as a permanent policy. It may be worth while to 
make more or less frequent studies of particular groups of 
assets in order to check up the effect of the depreciation 
rates. 

As is pointed out elsewhere, while the preliminary es- 
timate of expected life, and determination therefrom of the 
depreciation rate, are of great importance and the utmost 
skill and judgment possible should be employed, only a 
policy of everlasting vigilance and readjustment, in the light 
of new data available with the increasing age of the asset, 
will bring satisfactory results. To predetermine a rate and 
then to expect it without supervision to work out to a success- 
ful conclusion is, to say the least, foolish. Only by means of 
a complete record of life histories can a mass of reliable data 
be built up which can be made to serve as a guide for the 
future. The depreciation problem is an individual problem 
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and must, from the nature of things, remain so to a marked 
degree. Until conditions under which the lives of assets 
are to be lived become more or less standardized, or so long 
as each concern must carry its own depreciation insurance, 
standard rates of depreciation will not have a controlling 
significance. 


Grouping and Classification of Plant Assets 

From what has been said it is evident that the assets of a 
plant must be divided into groups for the sake of simplicity 
and convenience in keeping record of them. The basis of 
grouping should be physical similarity, process, or product. 
Thus, all tram cars might be carried in a group, as also all 
machines doing the same work or process.. Groups of ma- 
chines performing different processes on the same product 
could well be treated as a depreciation unit, and likewise all 
buildings used for the same purpose, if of a similar type of 
construction. If the latter are of different types it might be 
desirable to keep separate records. As stated above, the 
information desired must govern the groups under which 
record of behavior and performance are kept. 

A numerical or an alphabetic numeric system of classifica- 
tion and identification is advantageous. Each machine, 
piece of equipment, or other asset should be marked or 
tagged when installed so that any particular piece of equip- 
ment can be identified at any time. The tag should carry 
date of installation and the name of the maker or vendor, as 
well as its own identification number. By the use of a com- 
bined alphabetical and decimal numerical system, almost any 
possible grouping can be made according to main and auxili- 
ary groups, processes, or products. 


Form of Plant Ledger 
The form of the plant register or ledger need not be elab- 
orate. Its main subdivisions should correspond with the 
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subdivisions of plant and equipment carried on the general 
ledger. Thus, if we find therein accounts with buildings 
(factory, store, office, etc.), machinery, furniture and fixtures 
for factory, store, and office, delivery equipment, etc., sub- 
sidiary records should show corresponding subdivisions. It 
should be a matter of fixed policy to require a periodic proof 
of these subsidiary records against their respective controlling 
accounts on the general ledger. Only thus can the inclusion 
of all items in both records be made certain. The control 
established must cover both the items of the assets record— 
the original cost as shown by the asset account—and the 
accumulated depreciation as shown by the reserve account. 


Asset Record 

Aside from the title and classification and identification 
number, the plant register should provide a record of the 
asset under the heads of: 


1. Date of installation or adjustment. 

2. Estimate of life in periods, working hours, service 
output, etc. 

Original value, including installation costs, 

Periodic depreciation burden. 

Periodic appraisal value. 


WE & 


On the form shown below, provision is made for adjust- 
ment of the original estimate of depreciation. Where there 
is a realizable scrap value, additional columns to show scrap 
value and total depreciation to be written off should be pro- 
vided. The form shown would have to be adapted to the 
method of depreciation decided upon as applicable to a 
particular asset. Thus, if working hours or service output 
are the basis, provision should be made to show the basis of 
calculation of each period’s depreciation burden. The fol- 
lowing form is well adapted to make record of the asset 
under the straight line method of depreciation. 
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Periodic Revision of Rates 

In Chapter VIII where the problems in connection with 
depreciation rates were discussed, a periodic testing of the 
effects of the particular rate employed was laid down as an 
essential for the application of any rate. The determination 
of the rate in the first place is a problem requiring expert 
knowledge and the most careful consideration of many fac- 
tors. Hardly less important, however, for the successful 
operation of any depreciation scheme is the attention given 
to the manner of its operation and a modification and re- 
adjustment of rates to bring the theoretical expectation of 
the wasting of the asset into accord with its actual wasting 
to date. 

At the beginning, when the asset is first installed the 
depreciation rate must be based, so far as this particular 
asset is concerned, entirely on contingencies. None of its 
life has been lived; none of its actions and behavior have yet 
become a matter of record. Whatitis apt to do can be fore- 
cast only by a study of its ancestors—heredity as modified 
by a reasonable expectation of change due to different en- 
vironment. However, at the end of five years, say, there is 
available a record of service and behavior in the light of 
which not only can the accuracy of the forecast be judged, 
but also a more reliable forecast for the remainder of its 
service life can be made. 


Frequency of Revision of Rates 


Because of the conditions stated above, a periodic testing 
of rates should be made. How frequently this should be 
done depends largely on local conditions. Certainly suffi- 
cient time should be allowed to pass to secure a really worth- 
while test. What constitutes a sufficient time depends 
largely on the expected length of life. Long-lived assets 
obviously need not be tested so frequently as short-lived 
assets; and the periods should be shortened when the asset 
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has been serving under supernormal conditions; the intensity 
of its life would be a controlling factor. It is usually stated 
that this testing of rates and conditions should be made at 
least every five years in the form of an appraisal. In the 
physical appraisal care should be used not to allow present 
market prices to enter into it, else the element of fluctuation 
may easily be brought in to nullify or exaggerate the real 
results of depreciation. 


Test of Condition Per Cent 


At the time of reappraisal the estimated condition per 
cent or the expectancy as to remaining service life are the 
points most to be considered. C. E. Grunsky has made an 
interesting contribution to the study of expectancy—theo- 
retical, it is true, in the sense that it is based on assumed 
hypotheses, but nevertheless of value as calling attention 
to a phase of the subject that presents large possibilities. 
He takes 10,000 similar articles, all of probable life-terms of 
10 years, and all simultaneously installed. Assuming that 
of these 10,000, 100 will fail or go out of service at the end of 
the first year, 200 at the end of the second year, that the 
largest numbers will fail in the years just before and just 
after the expected life-term of 10 years, and from then on, 
that there will be a gradual decrease in the number of failures 
until the 20th year, beyond which time (double the estimated 
life-period) none will remain in service—the following table 

.is shown, which gives in the last column at the right the life 
expectancy of all remaining articles as at the beginning of a 
given year. 

It will thus be seen that an article which has survived its 
5th year, has at the beginning of its 6th an expectancy, not 
of 5 years but of 6.12 years; an article which has lived its 
allotted 10 years has an expectancy of 3.67 years; and so on. 
Certainly Mr. Grunsky’s study, if it serves no other purpose, 
at least draws attention to possible lines of development and, 
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TABLE OF EXPECTANCY* 


The probable life of each article is ro years or periods. For terms 
other than ro years, each year in the table may be regarded as a period 
equal to one-tenth of the probable life-term. 


(Based on the special hypothesis of failures as explained in the text) 


For 10,000 ARTICLES - SINGLE ARTICLE 
Year or 
Period Number - Remaining. Remaining Service Expectancy at 
o Number of Articles at Beginning Beginning of 
Failures at Beginning of Year Year or Period 
of ear 
I iteye) 10,000 100,000 TO.00 
2 200 9,900 90,000 9.00 
2 300 9,700 80,100 8.27 
4 400 9,400 72,400 7-46 
5 500 9,000 O1,000 6.77 
6 600 8,500 52,c00 6.12 
a 70° 7,900 43,500 §-51 
8 800 ,200 35,600 4.95 
9 goo 6,400 28,400 4.44 
Io I,000 5,500 22,000 4.00 
II goo 4,500 16,500 3.67 
12 800 3,600 12,000 ABR 
1 700 2,800 8,400 3.00 
T4 600 2,100 5,000 DAS 
rs 500 I,500 3,500 Re 
16 400 T,000 2,000 2.00 
107) 300 600 1,000 1.67 
18 200 300 400 T283 
IQ 100 100 100 1.00 
20 fe) fo) fo) fe) 


* Prom ‘‘Valuation, Depreciation and the Rate-Base,’’ by C. E. Grunsky. 


read in connection with facts as to the known length of life 
of many assets which have outlived their expected terms, it 
draws strong attention to the need of very careful use of 
any so-called mortality tables. These life history tables for 
assets are similar to the mortality tables used by life insur- 
ance companies. 
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Composite and Group Rates 


In the practical application of the depreciation rate in a 
large plant, every separate piece of property is not, of course, 
considered by itself. The plant is divided into groups of 
similar assets, determined roughly on the basis of life ex- 
pectancy, conditions of service, etc. Using these groups it is 
possible to find the rate of composite depreciation—a figure 
which serves as a check over the group depreciation. Thisis 
also sometimes called the ‘‘mean life’’ of the plant. It is 
determined by two methods—one called the direct, the other 
the dollar-year method. Assuming groups of assets of 
varying life lengths and costs, the following examples show 
the manner of estimating the amount of depreciation for the 
whole plant and also composite life; that is, the mean 
average life of the individual assets when viewed not as 
units but as a composite whole: 


MEAN LIFE 


Direct METHOD 


Life Value Rate Amount of 
Group in to be of Periodic 
Periods Depreciated* Depreciation Depreciation 

A 5 $100,000 20 $20,000 

B ane) 75,000 ste) 7,500 

(e nS 60,000 673 4,000 

D 20 120,000 5 6,000 
vid =) $ 

93 55,000 375500 


* That is, cost less salvage. 


Mean life is $355,000 + $37,500, or 9 7/15 periods. 

Under the dollar-year method, the invested values are 
weighted by the length of their investment term and thus 
all investments are reduced to the common basis of one 
dollar for one year: 
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MEAN LIFE 
DOLLAR-YEAR (OR WEIGHTED RATIO) METHOD 
Values Turnover Rate |Total Investment 
Group Life to be in Longest During Longest Dollar- 
Depreciated Life-Period Life-Period Years 
= 4 Ee 
(a) (b) (c) (d)* (e) (f)* 
A 5 $100,000 4 $400,000 $2,000,000 
B ule 75,000 Zi 150,000 1,500,000 
c ts 60,000 14 80,000 1,200,000 
D 20 120,000 I 120,000 2,400,000 
$355,000 $750,000 $7,100,000 


* That is, the number of times renewal of the asset will be required during the longest 
life-period of any of the assets. 
** Dollar-years, column (f), is the product of the total invested values as shown in 


column (e), and the life of each group as shown by column (b). 


Thus, $400,000 invested 


for 5 years is the equivalent of $2,000,000 invested for r year. 


Column (f) + column (e), (7,100,000 + 750,000 = 9 7/15) 
gives the mean life. 

Column (e) + the longest life-period, 20 years, (750,000 
+ 20 = 37,500) gives an annual charge for the whole plant. 

What is known as “‘mean”’ age or plant expectancy as to 
remaining life may be found similarly. Assume a physical 
appraisal made after 12 years’ life of the above assets: 


MEAN AGE (LIFE EXPECTANCY) 


Direct METHOD 


Unexpired or 


Group Life Remainder Life 
(a) (b) (c) 
A . 3 
B Ke) 8 
© IS R 
10) 20 8 


* (d) = (c) + (b). 


Condition 
%o 


(d)* 


60 
80 
20 
40 


Values to be Values Already 

Depreciated Depreciated 
(c) (f) 

$100,000 $40,000 
75,000 15,000 
60,000 48,000 
120,000 72,C00 
$355,000 $175,000 
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Group A assets, having been twice renewed, would be in 
60% condition; Group B, 80%; Group C, 20%; and Group 
D, 40%. 

Column (f) + column (e), (175,000 + 355,000 = 
49 21/71%) gives the per cent of composite depreciation 
already taken effect. 

The mean life, as determined above, multiplied by per 
cent of composite depreciation gives the mean age or portion 
of the mean life already lived(9 7/15 X 49 21/71% =4 2/3). 

The figure of mean or composite life may serve two pur- 
poses. First, it forms the basis for comparison with other 
similar plants and is about the only fair basis for comparison. 
Second, it gives the basis for estimating the amount of annual 
depreciation of the plant as a whole. This statement does 
not mean that individual depreciation reserves are not to be 
carried for each group of assets and those charged with the 
value of the asset as soon as it is discarded and renewed. 
But the use of the estimated mean or composite life figure 
does give a control over the amounts which should always be 
found in the individual group reserve accounts, i.e., at any 
given time the sum of the individual reserve account bal- 
ances should be approximately equal to the amount as shown 
by the reserve when calculated on the mean life basis. 


The Reserve as an Index of Financial Condition 


The statement is often made that a balance sheet show- 
ing depreciation reserves points to a conservative policy 
in the treatment of plant properties. Usually such a balance 
sheet affords little or no basis for expressing a judgment as 
to conservatism or the lack of it. All that it does show is 
that recognition is made of the fact of depreciation. As to 
its adequacy or inadequacy, a knowledge of other factors is 
necessary. 

Fluctuating Reserve. According to successive balance 
sheets a reserve may vary little from year to year, or it may 
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show considerable increase or decrease, and any of these 
conditions may be entirely normal and express adequacy of 
reserve requirements. In the first case, stability of the re- 
serve may result because the asset is short-lived and hence 
is more or less frequently replaced; or different units of the 
property may have been installed at somewhat regular in- 
tervals so that retirements from service are also somewhat 
regular. Under either supposition, the charges against the 
reserve for the units displaced would just about keep pace 
with the regular credits to reserve for replacement purposes. 
In other words, that condition of the reserve for that class 
of asset is the normal condition—except perhaps in the case 
of a rapidly expanding plant, or other conditions not counted 
as normal when the reserve requirements were put into oper- 
ation—and any other condition should lead to inquiry and 
investigation. 

Increasing Reserve. Inthe second case where the reserve 
is showing a considerable increase from year to year, that 
also may be a normal condition. Long-lived assets are sel- 
dom replaced with any degree of regularity in the annual 
charge against the reserve, except in the case of very large 
plants where the number of such assets is correspondingly 
large in proportion to their size. Here more or less regular 
installations may take place as a result of an expanding 
business, covering a period of approximately the same length 
as that of the life of the asset. So here, too, any other than 
a regularly increasing reserve must incite inquiry. 

Decreasing Reserve. As to the third case, that of a some- 
what regularly decreasing reserve, the condition is not usu- 
ally normal but may occasionally be met in a plant where one 
type of equipment is being retired and not replaced, due 
perhaps to a changing line of activity; as when, for instance, 
a stock furniture manufacturer works gradually into the 
exclusive manufacture of automobile and carriage bodies. 
Some types of equipment will thus be gradually retired and 
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their reserves will constantly diminish, their place being 
taken by other reserves covering the new type of equipment. 
However, this condition of decreasing reserves, while entirely 
normal under certain circumstances, being unusual, should 
always receive careful investigation. It is here that mean 
life and mean age or composite plant depreciation are of 
assistance in forming a judgment as to the general adequacy 
of reserves. 


The Reserve in Relation to Expanding Plant 

In the case of a plant the development of which is sta- 
tionary, the problem of judging the adequacy of the reserves 
is simple in comparison with a plant which is expanding, 
resulting not only in the installation of more of the same kind 
of equipment but also of equipment of other kinds. A dis- 
turbing element is thus introduced and careful oversight of 
the depreciation policy must be exercised. In all cases, 
intelligent reading of the reserve and its sufficiency are in- 
ternal problems based on intimate knowledge of conditions. 
Lacking this knowledge no true judgment can be made. 
The character of the asset, number of units in use, dates of 
installation, a comparison of the assumed conditions at date 
of installation with the actual conditions of the present—all 
are factors to be taken into account. 


Reserve as Related to Efficiency 

The general relation of efficiency to depreciation has 
already been discussed. As to whether the condition of the 
reserve is any index of the efficiency of the service rendered 
by the plant unit, attention is briefly directed to a misin- 
terpretation of individual reserves. Experts state that many 
types of equipment cannot deteriorate actually more than a 
fixed per cent of their cost and continue to give efficient 
service. If, say, 30% is the limit in the case of one type, 
this does not, of course, indicate that, as soon as the deprecia- 


202 ACCOUNTING—THEORY AND PRACTICE 


tion reserve shows an amount equal to 30% of the cost, the 
approach of inefficient operation and the time of discard are 
at hand. It must be borne in mind that the reserve is a 
device based on financial considerations and, if properly 
calculated and handled, no asset should be ready for retire- 
ment until its reserve approaches in amount the value at 
which the asset is carried in its account. Nor is the point 
of approaching inefficiency shown until that condition of 
the reserve is found. 


Reserve not Based on Cost of Replacement 


The question is sometimes raised as to whether reserve 
requirements should be based on original cost or cost of 
replacement new. The question usually reveals a lack of 
understanding both of the purpose of the depreciation charge 
and the means of financing depreciation. It is usually 
said that the reserves carried on the books are for the purpose 
of providing the means of financing the replacement. It is 
not the purpose here to go into the question of original cost 
versus cost of reproduction new, either as a basis for valua- 
tion of public utility properties or from the viewpoint as to 
where the incidence of the burden of replacement properly 
should rest—whether on the users of the service given by the 
asset to be replaced or on those using the new asset. In the 
private enterprise where the rights of the public are not so 
apparent, under present-day tenets of political and economic 
philosophy, only internal policies and purposes to be accom- 
plished need be considered. 

As stated above, the basic purpose of the creation of the 
reserve is to burden the product with depreciation charge as a 
real part of the cost of production. If we are concerned with 
real and actual costs of production, by no stretch of the 
imagination can replacement cost—what it might cost to 
replace the asset at some more or less distant time—enter 
into the question. It might, with equal obscurity of logic, 
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be said that, because the labor cost is bound to be higher 
10 years from now than at present, in order to get the true 
present cost of the product the estimated future labor cost 
should be taken in place of the actual present cost. 


The Financing of Replacements 


If one purpose of the depreciation reserve is that of financ- 
ing depreciation, this can mean only that the reserve must 
insure provision being made so that the capital invested will 
not be lessened or encroached upon by the wasting of the 
assets in which it is invested. It is no necessary or proper 
purpose of the reserve to provide for increasing the invested 
capital. Financing the replacement of the retired asset is a 
separate financial problem and only concerns accountancy, 
so far as the records may reflect that policy. The reserve, 
in itself, does not furnish the means of financing any part of 
replacement, as was fully shown above. If the new asset is 
expected to cost more than the old, certainly business prud- 
ence would dictate provision for the added cost as well as 
ready funds of an amount equal to the original cost. The 
actual capital provided originally need be sufficient only for 
the time being; to provide more than that, if remaining idle, 
would be folly. If there is evidence of expansion, or if it is 
recognized that more will be needed—due to change in mar- 
kets—for replacement purposes than was originally needed 
at the inception of the enterprise, provision must be made 
therefor. 

Methods of Financing Replacements. In the financing of 
replacements, three courses are open: 


1. Capital stock may be increased. 

2. Funds may be borrowed. 

3. Profits of the past may be reserved in the business 
and the actual value of the holdings of the owners 
thus be enhanced. 
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In the third case present dividends may be sacrificed for 
the sake of the future. Such reserve profits must be kept 
and used for the intended purpose, the purpose dictating 
their form as liquid or fixed. It cannot be too strongly 
emphasized that these are reserves of profits—not valuation 
or offset accounts under the title of reserves. Depreciation 
reserves, except they become secret reserves in the sense re- 
ferred to below, have no right to serve any other purpose than 
that intended, viz., to provide insurance that none of the 
originally invested capital shall be dissipated and that the 
current product shall be burdened with its just share of all 
the materials and costs of production. 


Secret Reserve 


A great deal has been said about inaccuracies in the 
depreciation charge; the need of periodic readjustments has 
been emphasized. Now it is purposed to look into the 
effects of inaccurate charges remaining unadjusted on the 
books. In a desire to be on the safe side, some concerns, 
notably financial institutions, make very liberal provision for 
depreciation. Such a policy is not entirely to be condemned 
and is decidedly refreshing in comparison with the parsi- 
monious allowances, begrudgingly made in some quarters. 
The effect of such a policy, if operated without check, is to 
create what is known as a “secret reserve.’’ The value of 
the asset is charged more rapidly against operation than the 
asset actually wastes. Hence the books show a reserve suf- 
ficient to cover the cost of asset while there are still values 
remaining in the asset. In other words, the business pos- 
sesses an asset of value which is carried on the books as of 
no value. Were the real present value of the asset brought 
on the books, the contra credit would appear in some sur- 
plus or profits reserved account. Such would constitute a 
true record of the item, openly stated. So long as the asset 
remains concealed, i.e., without record on the books, its 
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contra credit is also latent and constitutes a secret reserve of 
profits. 

A too liberal depreciation policy, if recognized and ad- 
justed at the time of a reappraisal, will require a separation 
from the depreciation reserve of the portion brought about 
by the overallowance, and its showing asa part of the surplus. 
When so handled, an overcharge for depreciation has no 
permanently bad effect except as it may show, for purposes 
of comparison, too high costs of production for the period 
overburdened. However it may be and sometimes is, used 
for purposes of fraud and therefore, as a fixed policy, the 
practice of the secret reserve is to be condemned. 


Insufficient Charge 


On the other side is the parsimonious policy of too low a 
charge or none at all. This results, whether consciously or 
not, in a charge against capital instead of revenue. At the 
close of the fiscal period the books are supposed to be brought 
into accord with the facts of true condition as then existing. 
Therefore, if the full portion of the accrued expenses is not 
separated from the wasting asset accounts, but is allowed to 
stand on the books under the title of assets, then these true 
expense items will still be carried hidden under the cloak of 
asset titles. The depreciation is thus carried as a charge 
against capital. The depreciation of a going concern should 
never be so treated; it is an operating charge, and no flight 
of fancy or shuffling of figures can make anything else of it. 

In the case of a property, showing inflated values because 
of too low depreciation charges in the past, which is taken 
over and rehabilitated, the sums spent on the property pre- 
vious to operation to put it in condition are properly capital 
charges. This is allowed on the theory—unfortunately, not 
always a fact—that the difference between the book value 
of the property and what was paid for it represents the 
estimated expenditures necessary to bring the property up 
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toits book value. If such is not the case and full book value 
was given for the property, the charge is still allowed, being 
looked upon asin the nature of an organization expense, rep- 
resenting in an instance of this sort the measure of the bad 
bargain made. This will, of course, result in a penalty in the 
form of an added depreciation burden on all product from 
the property taken over and rehabilitated. . 


Appreciation as an Offset to Depreciation 

If depreciation is so inevitable and the necessity of its 
charge so absolute, can anything be said in support of the 
proposal to offset depreciation against appreciation? By 
appreciation is meant an increase in value due to the passing 
of time. Judicial authority can be found in support of it in 
cases of valuation for rate purposes.* There is no question 
but that a realized increment in land or any other asset off- 
sets a depreciation or any other expense charge in just the 
same way that any other item of income offsets an expense. 
There is, however, this marked difference between depreci- 
ation and appreciation: the former is an inexorable reality 
advancing day by day entirely independent of market fluc- 
tuations, whereas the latter is dependent on the market and 
usually cannot be realized until the asset is sold. 

When, however, as is too often the case, the proposal to 
offset depreciation by appreciation is meant to justify a 
policy which takes no cognizance of depreciation on the books 
because it is offset by appreciation, no support can be found 
for that view. Initselfit reveals an entire lack of knowledge 
of the purpose of the depreciation charge or a disregard of the 
fundamental and obvious requirements of prudence. De- 
preciation is one of the costs of production and without it 
true cost cannot be shown. Failure to show depreciation 
on the books would justify also the omission of a cash income 


* See Consolidated Gas Co, v. City of New York, 157 Fed. Rep. 855, and 201. C. C, 
Rep. 344. 
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item because the cash was to be spent immediately in pay- 
ment of salaries—a cancellation outside the business records 
of income against expense which can under no circumstances 
be justified. 


Appreciation Due to Physical Changes 

There is a kind of appreciation which is not dependent on 
fluctuations of the market and which as surely accrues, up 
to a certain point, day by day as does depreciation. Prop- 
erties the value of which has been enhanced by earth con- 
struction work done on them are susceptible of this kind 
of appreciation. ‘‘Appreciation is generally restricted to 
physical items, and measures their gain in value due to age, 


tise, and properly directed’ labor. -... . It results from 
work not specifically charged to capital account .... and 
covers items not represented .... in connection with a 


valuation.”’* It is found in connection with such items as 
roadbeds, solidification and grassing of slopes, drainage, 
dams, embankments, etc. 

Its two forms are called solidification and seasoning, and 
adaptation. By the first is meant a settling and compacting 
of loose earth and its protection from wasting and washing 
away, as by the grassing of slopes, and the planting of trees 
and shrubs to hold the snows. When a roadbed is turned 
over to the operating division, it frequently is far from 
complete in the sense of being in a high state of efficiency, 
and the cost of its maintenance and up-keep during the early 
years of its life is much higher than during later years. 
This appreciation due to seasoning is difficult of valuation, 
but perhaps the difference in up-keep between early and 
later years is the best measure of it. 


Appreciation Due to Adaptation to Use 
‘‘Adaptation”’ is a term used to cover that class of ex- 
penditures needed for the better adaptation of the property 


* Valuation Committee of the American Society of Civil Engineers. 
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toitsuse. In the early stages of the development of a prop- 
erty many things cannot be foreseen nor can a proper basis 
be settled upon for a determination of the charges as between 
capital and revenue. The proper handling of such expendi- 
tures as those incurred for drainage requirements, better 
adaptation of the roadway to the surrounding topography of 
the country, etc., are difficult. If these costs have not 
originally been charged against capital, the properties may 
truly be said to have appreciated in value by reason of them. 
Items of this kind require a wise discrimination between 
costs of operation and capital charges. The effect of such 
changes is almost always lost sight of so far as physical 
appearance shows, and the appreciation due to them is 
difficult of valuation at a later time. In the case of 
railroads, perhaps the difference in maintenance cost as 
between the early and later years of the roadbed is the bes 

index. 

In the case of industrial concerns, the cost of a rearrange- 
ment of machinery and working facilities for the better and 
more economical handling of the product frequently results 
in an appreciation in value due to adaptation to use. This 
has already been discussed in Chapter V. 

As stated above, appreciation has judicial sanction and 
its valuation, although fraught with many difficulties and 
uncertainties, has been made and the results accepted. The 
generally haphazard method of roughly estimating the value 
of an appreciation when its determination becomes necessary 
suggests that it were better, by far, to attempt the proper 
segregation of the charge between capital and revenue at the 
time of its incurrence, rather than to take cognizance of an 
appreciation in valueatalatertime. There are undoubtedly 
circumstances in which appreciation in value can be prop- 
erly recognized and should be taken into the accounts not 
only of public utility properties but also of industrial 
concerns. 
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Unearned Increment 


Appreciation in value due to so-called unearned incre- 
ment is entirely a matter of market value. By this is not 
meant that the monetary value of this kind of appreciation 
fluctuates with the market; it accrues from day to day and 
is just as real as depreciation. Although very real, it does 
not become realized until the property is disposed of, a thing 
which is determined by business policy and does not rest on 
any principles of accountancy. It is not good practice to 
bring such unrealized values on the books. For a fuller con- 
sideration of this phase of the subject, see Chapter XVII 
where the problem is treated in connection with land and real 
estate. 


Depreciation Policy and Stockholders 

A final consideration concerns the relation of the depre- 
ciation policy to the stockholder. As stated above, a too 
liberal depreciation policy results in the creation of se- 
cret reserves which may be used to the prejudice of the 
stockholder by an unscrupulous managing clique desirous 
of buying minority hoidings at a depreciated value or of 
manipulating the stock for speculative purposes. An insuf- 
ficient depreciation allowance results in a false optimism, a 
payment of dividends out of capital, and perhaps finally ina 
wrecking of the property. Except for the transient, specu- 
lative shareholder, a fixed depreciation policy based on a 
conservatively accurate allowance is always for the best in- 
terest of the property and its owners. 
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CASH AND MERCANTILE CREDITS 


Introduction 

In Chapter V an effort was made to establish the 
general principles of valuation as applicable to the main 
classes of assets found on the average balance sheet. In 
doing so, the fundamental distinctions between capital and 
revenue charges were set forth. In the six chapters on 
depreciation the general principles of depreciation and their 
application to problems in accounting have been developed, 
with particular emphasis on the problems of valuation and 
true costs. It is purposed now to consider in detail the 
various problems met in the valuation of the individuat 
items found on the commercial balance sheet. It will be 
necessary also to consider the method of showing these 
items so as to indicate the basis of valuation and something 
of the financial policy employed. The various assets will 
be considered in the order of their appearance on the balance 
sheet, the arrangement being based on degree of liquidity, 
beginning with the most liquid. 


What Cash Includes 


There is little to be said about the valuation of an asset 
of such evident and definite value as cash. The problem 
here is rather one of showing the nature of the asset, al- 
though certain principles of valuation under given conditions 
need also to be considered. 

The term cash as an item in the balance sheet usually 
includes all money and whatever serves as money. ‘Thus, 
all legal tender of the realm, bank notes, checks, bankers’ 
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drafts, postal and express money orders, and occasionally 
postage stamps and even ‘“IOU’s”’ are classed as cash. 
Not all items, however, that may be carried on the books 
as cash should appear under this caption on the balance 
sheet. There only the current asset cash should be listed 
in the group of current assets. All other cash, including 
that held for specific purposes under deed of trust or other- 
wise, should, unless it is readily applicable for the cancella- 
tion of current liabilities, be shown in some other group. 
Where the petty cash or working funds of all sorts are 
operated on the imprest system, the funds should be re- 
plenished before the books are closed and should thus be 
truly valued at their ledger figures. The bank account 
should be reconciled with the cash book, and the figure 
should represent the amount at which the item is to be 
taken into the balance sheet. This means, of course, that 
all properly authorized claims against cash in bank are to be 
treated as cash disbursed if they have been regularly issued, 
whether presented for redemption at the bank or not. 
Checks written but not yet mailed are not usually treated 
as cash disbursed because they are still under control. 
Similarly, items left at the bank for collection and deposit 
may:be counted as cash on hand. If, however, as might 
happen in exceptional cases, a comparatively large amount 
represented dishonored items and a second attempt was 
being made to collect these dishonored items, the better 
procedure would be to omit them from the cash total 
and include them with the receivable items, In this con- 
nection attention should be called to the practice occa- 
sionally met with of holding the cash open for a few days 
after the closing date for the purpose of making a better 
showing as to balance on hand by means of new collections, 
This, of course, is a practice which cannot be countenanced 
under any circumstances as it is simply an effort to mislead, 
even though the effect may not always be bad. A balance 
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sheet is a statement of financial condition purporting to be 
true as on acertain named date. The values shown therein 
are therefore to be those applicable to, and true on, that 
date and no other. 


Stamps Remitted as Cash 


Some concerns dealing in commodities. of smail value 
sold through the mails allow, and even encourage, payment 
by means of postage stamps, these in turn being used for 
their own correspondence and parcels post expense. The 
proper place to record the value of this item at the close 
of the fiscal period is in the inventory of office supplies or 
other similar heading instead of treating it as a part of the 
cash. This necessitates a transfer from cash to office sup- 
plies. The transfer can be accomplished in either of two 
ways without interfering with the usual handling of the cash 
whereby it is checked against the bank’s record of deposits 
and checks as explained in Volume I, Chapter XXXYV. 
The customary method is to use the cash book as the place 
of record for the receipt of stamps and then transfer them to 
the stamp drawer for office use. All other “‘cash”’ being 
deposited in the bank, the record of cash receipts as shown 
by the cash book does not thus check against the record of 
deposits as shown by the bank. To secure this agreement, 
a check may be made out payable to ‘‘Cash,”’ “Ourselves, ”’ 
or “Postage,’’ and passed through the bank periodically as 
a deposit and so secure the proper agreement between the 
bank’s record and the concern’s. The record of the check 
among the cash disbursements thus secures the proper charge 
to Postage or Office Supplies and also effects the proper 
agreement between the bank’s record and the concern’s. The 
use of a ‘“‘postage”’ journal, operated on the same lines as 
the cash book and recording all receipts and disbursements 
of postage, would accomplish the same purpose and in some 
circumstances would be advisable, 
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Temporary Cash Disbursements 


The practice of allowing proprietor, cashier, or others 
to take cash from the cash drawer and leave a memo of 
some sort to show responsibility or purpose is to be depre- 
cated. Only where the principle is strictly adhered to of 
depositing all cash and disbursing only by check and by 
means of a petty cash fund handled under the imprest 
method, can adequate control over cash even be approxi- 
mated. Where, however, such is not the practice, the prob- 
lem is not that of the valuation of cash, for the memos are 
not cash, but of the valuation of claims receivable—a sub- 
ject to be treated later in this chapter. 


Disposition of Cash Funds 


In the showing of cash for purposes of management, it is 
essential to indicate the present disposition made of the 
various cash funds or to show the immediacy of the control 
over them. Thus cash should be listed as: 


Safe or drawer 
Various working funds 
Petty cash fund 

4. Bank 


Under ‘Bank’ should be indicated how much is held on 
“current”? account and how much is restricted to special 
purposes. Of the current balance it is desirable to show the 
portion subject to check for immediate needs and the portion 
representing surplus funds not immediately needed and 
therefore held to earn interest. These amounts subject to 
interest are almost always available on short notice, but 
usually only with the sacrifice of interest earnings to date. 
Cash from the sale of capital stock or bond issues, or 
from the sale of old plant or any portion of it, under author- 
ization from the stockholders that it be held for purchase or 
construction of new plant, or for other capital purposes, 


WN 
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comprises that held for specific purposes. Sometimes even 
cash in the sinking funds might be included in the list. As 
it is usually of importance to keep the management informed 
as to the amounts of cash available for the various purposes 
stated above, an effort should be made to give this infor- 
mation, without too much detail, in the balance sheet if it 
is drawn up for internal use. 


Cash Held Abroad 


There remains to consider moneys held in a foreign 
branch and thus subject to fluctuations of exchange. In 
Chapter XX XI, where the subject of the foreign branch is 
treated, a full discussion of the problem of exchange in its 
relation to the accounting records will be given. Here it is 
sufficient to say that as between countries where exchange 
rates vary little, the general practice is to use an arbitrary 
conversion figure for incorporating the results of the foreign 
branch with those of the head office. This conversion figure 
applies to cash as well as to all other items. The use of 
such an arbitrary basis will give substantially correct results 
under the conditions named. 

The assets of the foreign branch are the properties, 
usually and for the most part, of proprietors and stockholders 
residing in the country of the home office, who are concerned 
merely with the distribution of the earnings of the foreign 
branch. Profits are made in one currency to be distributed as 
dividends in another currency. Hence, the rate of exchange 
prevailing at the time of closing the books would usually give 
the most accurate results and should, of course, be used when 
exchange is not fairly stable between the two countries. It 
may even be conservative and advisable to set up a reserve 
for fluctuations in exchange, with the object of absorbing 
what might otherwise be too great a charge or credit to the 
current period’s profit and loss if a particularly unfavorable 
or favorable rate were prevailing on the date of conversion. 
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Accounts and Notes Receivable 


In the valuation of accounts and notes receivable the 
problem is largely one of appraising the uncollectible items. 
The book account and note are intermediate stages in the 
conversion of merchandise into cash. Were they always 
worth their face value there would usually be no problem 
in their valuation except for the element of theoretical 
interest which is not commonly taken into account by 
commercial enterprises. In considering this problem of 
valuation, the question of the correct use of terms arises. 
For the sake of clearness, when showing the items on the 
balance sheet, attention will be first directed to this latter 
phase of the subject. 


Objection to the Title, Accounts Receivable 

The governing principle here is that only current items 
can be included in this group of assets when shown on the 
balance sheet. In accounting, as in economics, there is no 
distinctive scientific terminology. The economist makes 
use, for the most part, of every-day words and phrases. 
These are often open to misunderstanding and are some- 
times capable of being used even for wilful misrepresenta- 
tion. Recognition of this fact has made necessary a more 
careful definition of some terms. In the language of the 
street, almost any claim against outsiders may be spoken 
of as an ‘‘account receivable.’’ The term is thus so broad 
as not only to include current claims against customers in 
regular course of trade, and accrued income, such as rents, 
commissions, interest, dividends, etc., earned but not yet re- 
ceived, but also to serve as a cloak covering many other kinds 
of claims and deposits. Among these may be enumerated: 


1. Cash deposited to cover breakage or damage to 
equipment in use, to guarantee the payment of 
prospective expense, or to guarantee good faith 
in the performance of a contract. 
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2. Moneysadvanced to subsidiaries, salesmen, and other 
employees on account of expenses and salaries. 

3. Claims against creditors for returned or damaged 
goods, against railroads for lost or damaged 
goods, and against governments for rebates, 
drawbacks, and the like. 

4. Prepayments on purchase or expense contracts, as 
payments made to bind a bargain or before 
delivery of goods; and expenses paid in advance, 
such as royalties, rents, interest, etc. 

5. Unpaid calls or instalments on stock subscription 
contracts. 

6. Claims against absconding officers for property 
appropriated or trusts violated. 


It is necessary, therefore, to employ a term of more 
definite. meaning which cannot be misused. The word 
““Customer”’ is sometimes used and is not objectionable. 
However, the term ‘‘Trade Debtors” is more generally 
employed and will be so used here as denoting all claims 
against customers, clients, etc., in regular course of business. 
Its appearance in a balance sheet is usually evidence of a 
careful discrimination among the various classes of claims 
and is not therefore a misleading term. 


Risk from Credit Losses 


As stated above, the chief problem in valuing accounts 
and notes receivable is that of estimating bad debts. Itisa 
matter of general experience that some of those to whom 
credit is extended do not pay their bills. Hence, at the 
close of the fiscal period it is necessary, so as not to overstate 
the asset, to estimate the amount which probably cannot 
be collected. The necessity for this is recognized in a deci- 
sion of the United States Supreme Court in Providence 
Rubber Co. v. Goodyear, 9 Wall. 788, and has the sanc- 
tion of conservative business policy. 
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The effect of such an estimate is that the period in which 
the sale is effected is made to stand the loss, and not the one 
in which failure to secure collection is experienced. There 
is a close relationship between the actual loss from bad debts 
and the credit policy of a concern. Where the sales force 
is allowed to grant credit, the loss from bad debts is almost 
invariably large. Where the extension of credit is con- 
trolled by a credit department, the loss is less than in the 
other case but depends on thoroughness of information 
and investigation of the risk. However much care may be 
exercised, there will be nevertheless some loss, but a live 
credit supervision should keep the loss at a minimum. 


Risk and Length of Credit Period 

The amount of loss, or rather the percentage of loss, is 
not the same for different lines of business nor even for 
different concerns in the same line. The normal credit 
period for a particular business has some relation to the loss. 
Thus if credit supervision and collection effort are the same 
for two concerns, the one with the shorter credit period will 
usually have the smaller loss. In a business, for example, 
where the credit term is 60 days, we would expect fewer un- 
collectible accounts than in one whose credit period extends 
for a year or more. As between two concerns in the same 
line of business, where conditions are fairly uniform, however, 
there should be little variation in the loss from bad debts. 
As pointed out in Volume I, Chapter XXXVI, the sales 
discount policy is for the most part a device for overcoming 
the element of risk in the extension of credit. 


Analysis of Customers’ Accounts as the Basis for Estimate of 
Bad Debts 
In estimating the amount of bad debts, experience within 
the particular business is the only safe guide. Oftentimes, 
however, the manager or proprietor is not the most com- 
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petent person for the task. The auditor, in consultation 
with the manager, may often arrive at a better estimate 
than could someone closely connected with the business. In 
making the estimate, it is an aid to analyze the accounts 
according to the length of time they are past due. Thus, 
there would be, after analysis, the amount of those overdue 
not more than 30 days, the amount of those overdue not 
more than 60 days, the amount of the 60 to 90 days overdue 
items, those 90 days to six months, those six months to a 
year, and all those more than a year overdue. The total 
amount outstanding minus the sum of these overdue classes 
represents the portion not yet due. Some part of the not- 
yet-due portion is, of course, still subject to discount if paid 
within the discount term. With the claims against cus- 
tomers thus analyzed, a much better basis is afforded for 
testing the adequacy of the provision for bad debts. The 
various methods of estimating this provision are discussed 
on page 219. 

It may here be noted that when making up the estimate 
of bad debts it is by no means always necessary to analyze 
the outstanding items as suggested above. Such an analysis 
is of value in three cases: 


1. In the case of a new concern where there is no past 
experience on which to base the estimate. 

2. In the case of an outsider—a professional auditor 
or other party—being called upon to make the 
estimate. 

3. Periodically, in any business, as a check on the 
work of the collection department. 


The value of the analysis in cases (1) and (2) is based on the 
principle that the longer an item is overdue, the greater is its 
likelihood of proving uncollectible. The need of an in- 
creasing rate for the different classes as analyzed above is 
apparent. In case (3) its value lies in the fact that it reveals 
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the general effect of the collection policy and incidentally 
points out any change in policy. Any additional factors 
which may have wrought a change in the general financial 
situation must, of course, be taken into account. 


Basis of Estimate of Bad Debts 


Three methods of making an estimate of bad debts are 
found, in all of which a percentage of some given base is 
used. The various bases are respectively: 


I. The amount of outstanding trade debt at the time 
of the balance sheet. 

2. The amount of sales on credit made during the 
present fiscal period. 

3. The total sales, both cash and credit, for the present 
period. 


Trade Debtors as the Basis. The use of trade debtors 
as a base is obvious because it represents the uncollected 
charges from which alone can any loss from bad debts arise. 
The use of such a base seems correct in principle. This 
is so in cases where a balance sheet is made up only once a 
year, so that conditions as to the periodicity of the sales 
are practically the same from year to year. The amount of 
loss from uncollectible items is then somewhat nearly propor- 
tional to the amount of claims outstanding at the close of the 
fiscal year. But where it is necessary to make the estimate 
monthly, or oftener than once a year, it is very probable that 
at some of the intermediate periods the amount of out- 
standing claims will bear no logical relation to the loss from 
bad debts. Thus, in the garment industry the sales for 
practically the whole year are made within a few months, 
and during the other months the processes of manufacture 
and collection arecarried on. For these reasons the amount 
nf bad debts is not proportional to the outstanding claims 
at the end of each month, nor does such a base properly 
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allocate the losses to the periods in which the sales are made. 
Accordingly one of the two other methods previously 
mentioned is used. 

Sales as the Basis. Inasmuch as there cannot be any 
loss from bad debts in the cash sales, theoretically the 
credit sales provide the proper base for making the estimate. 
Practically, total sales, either gross or net, furnish the base 
most frequently employed because the total is always 
available without the necessity for analysis. So long as the 
ratio of the two kinds of sales remains fairly constant, the 
loss from bad debts does bear a direct relation to total sales. 

Summary. It may be said with respect to the use of 
trade debtors as a base, that it gives satisfactory results 
where conditions are uniform from period to period. In 
its use, however, cognizance must be taken of any change 
in the credit policy of the business whereby the term of 
credit is shortened or lengthened as that in itself would tend 
to change the ratio of the base to the estimated loss from 
uncollectible items. As between credit and total sales, 
theory favors the former but practical considerations the 
latter. If for any reason the ratio of cash to credit sales 
should change, the change would have to be taken into 
consideration when making a comparison between periods 
of the loss from bad debts. No justification can be found 
for a fourth method sometimes met with, which makes the 
provision for bad debts bear some relation to the net profits 
—large if profits are large, and small or none if profits are 
small. 

In handling the estimate of bad debts on the books, the 
same considerations are to be observed as in booking depre- 
ciation. Care must be exercised not to allow the reserve to 
grow beyond liberally estimated requirements and so create 
a secret reserve, nor to fall below such requirements. This 
must be watched closely and, if need be, the rate changed 
to accomplish the desired result. 
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Discounts and Collection Costs 

In connection with the valuation of trade debtors, the 
problem of collection costs and cash discounts must be 
considered. Some authorities connect these costs directly 
with sales and make provision for them in the valuation 
of the current trade debtors; i.e., an estimate of the cost of 
collecting the outstanding claims and of the probable amount 
of loss from discounts on the amounts outstanding is de- 
ducted by means of reserves from trade debtors and so shown 
on the balance sheet. Where such a practice is followed, 
strict consistency would require that a similar credit provi- 
sion be made for discounts on purchases—a practice not 
often advocated. The weight of opinion is in favor of taking 
all such costs and credits into account only when they are 
actually met. This accords with the treatment of these 
items as financial management items (explained in Volume I, 
Chapter XXXVI) and as therefore bearing no direct rela- 
tion to sales. If, however, unusual costs of this or any 
other kind are anticipated, prudence demands that provi- 
sion, by means of reserves, be made for them. Usually the 
costs average up pretty well from period to period. 


Valuation of Other Receivable Items on Open Account 

The problem of valuing the other classes of receivable 
items previously mentioned on page 215, does not differ in 
the main from that of trade debtors just discussed. If they 
are worth their face value they should be so shown. If 
worth less, the necessary valuation reserves should be set 
up. With these items the chief problem, however, is their 
proper showing on the balance sheet; ie., their correct 
classification and a suitabie nomenclature. Most of the 
items are not strictly current, but even their inclusion under 
this head is not misleading if they are carefully earmarked 
to show their true nature. Some of them are decidedly 
fixed, some are in no sense assets. In some cases even 
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trade debtor balances as carried on the books are not strictly 
current. In concerns where sales are made on an instal- 
ment basis, usually the payments extend over several months 
and oftentimes years. The customer is charged with the 
whole amount and credited with the regular instalment 
payments as made. The portion of the outstanding balance 
covered by the more remote payments is thus not current. 
In concerns where both regular and instalment sales take 
place, a separation of the customers’ balances on the basis 
of the sales contract gives the necessary information for 
balance sheet purposes. The accounts of instalment trade 
debtors normally require a much more liberal valuation 
reserve than those of regular credit customers. 


Loss on Notes Receivable 


In some cases the expected loss because of uncollectible 
notes may be less than that from open accounts, due to the 
greater formality of the note as an instrument of credit and 
the probably greater loss of credit to the maker in case of 
dishonor. However, in making provision for bad debts, 
the practice is almost universal to class the two receivable 
items together. Such practice is undoubtedly sound. In 
the case of notes, the request for payment is more forceable 
because of the definitely stated due date and the loss of 
standing if unpaid after such date. In some cases the 
payment of notes is not pressed, nor is any extraordinary 
provision made for past-due items—as in industries allied 
with farming when an unusually bad season makes impossible 
the payment of notes given by farmers. Again, the practice 
is sometimes made of taking notes for a long overdue, open 
account. These have usually no better value than the 
accounts and must be treated accordingly. 

The usual method of handling overdue notes receivable 
is given in Volume I, Chapter XX XVIII. As there stated, 
where payment is allowed to lapse, it is generally advisable 
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to insist on the giving of new notes in place of the old. There 
may be circumstances in which this is not advisable, but the 
proper method will usually be apparent in each case. 


Interest on Notes Receivable 


The valuation of notes receivable—using the term to 
include all written promises to pay, i.e., promissory notes, 
accepted drafts, and the like, requires a consideration of in- 
terest. By far the larger number of notes given in trade are 
non-interest-bearing and are not therefore worth their face 
value until they become due. The interest problem in the 
valuation of notes is thus whether the notes should be 
shown at their face value or present, i.e., discounted, value. 
Notes which are interest-bearing from their date of issue 
are, of course, worth their face, on the assumption that the 
interest takes care of the discount. Where non-interest- 
bearing notes form a very considerable item it is well to 
value them on a discounted basis; if their amount is small, 
theoretical principles of valuation give place to practical 
considerations and they may be valued at their face. Where 
notes bearing interest are valued on a discounted basis, 
care must be exercised not to include the interest accrued 
both in their face valuation and also under the head of 
accrued income. 


Balance Sheet Titles for Notes Receivable 

The problem of terminology is also met in handling notes 
receivable. Under the balance sheet caption ‘Notes 
Receivable”’ should usually be included only notes received 
from trade debtors, and certainly it should never represent 
any but current asset items. Notes received from officers 
and employees, of indefinite term and the payment of which 
will not be pressed, should be recorded under some such 
title as ‘‘Notes Receivable Special.’ Long-term notes 
and those representing loans or advances of any sort should 
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be properly earmarked, as should also loans carried on opet) 
account, salary overdrafts, and the like. The latter should 
be shown under Deferred Charges. These nicer points of 
valuation cannot be presented on a condensed balance sheet, 
but care should at all times be taken to make such a showing 
as will not be misleading and will serve the purpose for which 
the statement is to be used. 


liek el hee 


MERCHANDISE STOCK-IN-TRADE 


Definition and Scope of Term 

Stock-in-trade, as the term is usually understood, com- 
prises all commodities purchased for resale. Thus, assets, 
which in one concern belong to the fixed asset group, may 
be the stock-in-trade of other concerns. In stating the 
principles of valuation for these assets, it is definitely to be 
understood that they apply only to such as are used as stock- 
in-trade, and not tothe sameitems when used as fixed assets. 
Oftentimes the process of manufacture intervenes between 
the purchase of a commodity and its sale. In such a case 
the commodity, at the time of valuation, may be in different 
stages of completion. It is then usually so listed on the 
balance sheet under suitable titles, such as Raw Material, 
Goods in Process, and Finished Goods, all of which are 
' treated as current assets. Included in the problem of valua- 
tion of stock-in-trade is the treatment of goods out on con- 
signment, goods of others held for sale on a commission basis, 
and scrap material. Finally, some points to be observed in 
taking the physical inventory will be considered. 


Valuation at Market or Cost Price 
Inasmuch as stock-in-trade is purchased solely for resale 
or ultimate conversion into cash, it is desirable for the bal- 
ance sheet to reflect the proper value of what remains on 
handunsold. Such goods may havea realizable value higher 
or lower than cost value, from the standpoint of the market 
in which they were purchased, and will usually have a higher 
value in the market where they are to be sold. The value of 
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all current assets to be shown on balance sheet is usually 
stated at the present realizable value. As applied to stock- 
in-trade, that must not be understood to mean sale or retail 
value. To value the stock-in-trade on such a basis would 
result in taking into the current period the profits on sales 
not effected until the next period; furthermore, these profits 
would not even be offset by the costs of making the sale. 
It may be laid down as a principle of business practice based 
on sound reason, that the period in which the sale is made 
should be given credit for it. .Stock-in-trade must therefore 
be valued on the basis of its purchase or wholesale market 
price and according to well-established practice, either at 
cost or market, whichever is the lower. This principle has 
the support of conservative practice throughout the world. 


Objections to Valuation at Less than Cost 

The effect of valuing the stock-in-trade at a lower market 
than cost is to bring into the period’s results a loss which may 
never be realized, either because the change in the purchase 
market may not be reflected in the sale market, or because, 
if so reflected, the market may swing back before actual sale 
of the stock is made. If valuation is to be at the market 
when that is lower than cost, consistency would seem to 
demand that, when the market is higher than cost at the time 
of preparing the balance sheet, market value should be used 
and the profit occasioned thereby be credited to the current 
period. The answer to this argument is that operation 
would thus be placed on a speculative basis. 

Again, it is sometimes argued that good buying is just as 
essential to profit-making as good selling. Accordingly, the 
purchasing department, with the foresight to buy in a favor- 
able market, should receive the credit for it; if conditions 
are reversed, it should bear the blame, i.e., the loss. In 
other words, the period in which the purchase effort is ex- 
pended should be credited or charged with the gain or the 
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loss brought about by a favorable or unfavorable condition 
of the current market as compared with its condition at the 
time the purchase was made. 


Anticipation of Profits or Losses Undesirable 


In answer to these various contentions, it may be stated 
that though good buying is an essential factor in profit- 
making, no refinement of logic can obscure the obvious fact 
that goods are bought to be sold and that no profit arises 
until the sale takes place. All effort before the sale, whether 
directed towards good buying, careful storing and display, 
the placing of advertising, or the selection of a sales force, 
will come to naught unless sales are made. It would seem, 
therefore, that potential profit or loss on any or all effort 
preliminary to the actual sale has no place in the current 
record. From the standpoint of the profit and loss state- 
ment, this conclusion as to the policy of valuation of stock- 
in-trade at cost can be stated without fear of contradiction. 
In support of this is a direction of the Treasury Department 
in connection with the federal income tax returns. This 
reads, as revised in October, 1916: “‘In case the annual gain 
or loss is determined by inventory, merchandise must be 
inventoried at the cost price, as any loss in salable value will 
ultimately be reflected in the sales during the year when the 
goods are disposed of.”’ 

From the viewpoint of the balance sheet, objection is 
sometimes raised—and supported by conservative practice 
and legal requirement as indicated above—that a balance 
sheet showing stock-in-trade at cost may thus very obviously 
under- or over-value the item, a situation not at all desirable. 
In this discussion, the whole problem of valuation is being 
treated from the point of view always of a going concern and 
not of one facing dissolution and the forced sale of its prop- 
erties. Under these circumstances, such a balance sheet 
must frequently be used as the basis for asking credit, and 
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credit extended on inflated values of current assets is not 
properly extended. 


Method of Treatment and Summary 


To meet this situation, particularly in the case of large 
fluctuations in the market, the true status of affairs is dis- 
closed by appending to the balance sheet a footnote in which 
is stated the present market value of the inventory. With- 
out this information, oftentimes, when the market is showing 
steadily rising values, as much harm and financial ruin may 
result through the extension of insufficient credit, as under 
other conditions might arise from an ill-advised inflation of 
credit. Sometimes the present market value is indicated by 
setting up a reserve out of profits, called ‘Reserve for Market 
Fluctuations in Merchandise’’—or other similar title—when 
the market is lower than cost. This method retains the 
inventory on the books at cost value and so does not burden 
the current profit and loss, although it does lessen the amount 
of profits available for dividend distribution. Without 
doubt the policy is good in cases of extreme and somewhat 
permanent changes in the market. 

To sum up, therefore, the valuation formula of cost or 
market, whichever is the lower, while based on conservatism 
may unnecessarily and improperly burden the current in- 
come account. Valuation at cost, on the other hand, while 
placing the profit or the loss in the period when realized 
may cause the balance sheet to present an entirely inade- 
quate and even misleading story as the basis for credit. To 
remedy this, three courses are open, viz.: 


1. Carry the market valuation, whether more or less 
than cost, in a footnote to the balance sheet. 

2. Incase market value is less than cost, set up a re- 
serve out of profits equal in amount to the differ- 
ence. 
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3. Carry in an inner column in the body of the balance 
sheet the present market value. 


It would seem, therefore, that valuation at cost with the 
present market value shown on the face of the balance sheet, 
is the most desirable practice from every viewpoint. 


Depreciation of Stock-in-Trade 


Quite apart from this discussion of the proper basis for 
valuation, which concerns itself with marketable merchan- 
dise, is the problem of the method of handling deterioration 
or depreciation of stock-in-trade as distinguished from fluc- 
tuations in value. Such deterioration may result from shelf 
wear, use of goods for display purposes, changes in style and 
shape, overstocking which causes an accumulation of goods 
which soon are out of date or of sizes and qualities seldom 
used, broken lots where such will injure the sale value, and 
soon. Many devices, such as the “spiff’’ or the offer of a 
premium to salesmen, are employed by up-to-date merchants 
to keep their stocks free from these items of deterioration; 
but in spite of all that can be done, it usually proves impos- 
sible to keep the stock live in every particular. A valuation 
at cost under these circumstances would be an obvious in- 
flation of values. If the concern had purchased that quality 
of goods originally with the expectation of resale, valuation 
at cost, under the limitations suggested above, would be the 
correct basis for showing. Since, however, such is not usu- 
ally the case, the proper basis of valuation is now the market 
price—the present price at which goods of similar kinds and 
qualities can be bought. 

It may be objected that the effect here also is unduly to 
burden the current period with unrealized losses, hut this is 
not the case. The deterioration in value is a very real loss 
which is entirely independent of any fluctuations in the 
market. If goods are shelf- and window-worn from display 
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usage, the deterioration is just as much an expense incurred 
for advertising as a display advertisement in a daily paper. 
The deterioration due to overstocking is a penalty which the 
current period should bear because of its poor buying effort 
or its inadequate sales efficiency. Thus, valuation of the 
inventory of any stock of goods must have regard to the 
effect of its present condition on its marketability. Any 
deterioration which renders the stock less salable is an ex- 
pense to be borne by the present period and not the period 
in which the sale is made. 


Full Costs of Stock-in-Trade 

Cost having been established as the basis for valuing a 
stock of marketable merchandise, there must next be con- 
sidered the elements of cost and their application to different 
classes of goods. By cost of goods is meant full cost, 1.e., 
not only invoice price but all additional costs, needed to place 
them ready for sale. All costs, therefore, up to the point 
where goods are ready to create income are proper charges 
against the stock-in-trade. Customary costs of this kind 
are freight, drayage, insurance during transit and storage, 
duty, seasoning or aging costs, warehouse charges, and all 
similar items. ‘The information as to these costs is usually 
recorded separately, but at a summary period they are 
loaded on the invoice cost of stock-in-trade. 

In connection with this question of the proper composi- 
tion of cost, attention is called to two other items sometimes 
requiring consideration. The first deals with the handling 
of cash discounts. The point at issue is as to whether the 
invoice figure should be recorded at the price quoted on a 
cash basis or on a credit basis. This point is discussed at 
length in Chapter XXXVI of the first volume where the 
conclusion reached is that the credit policy of each concern 
must govern the manner of making the record. If the con- 
cern has a fixed policy of buying at a cash price, that price 
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should be the price of record; whereas if all financial and other 
related policies are based on a 30- or 60-day credit term, the 
credit price for that term should be the price of record. Par- 
ticularly is this true when viewed from the sales standpoint 
where the fixing of the selling price is a part of the financial 
policy. The second point requiring consideration in connec- 
tion with cost is the item of interest on the money invested in 
stock. At the close of the fiscal period should the stock sold 
and that left on hand be burdened with interest on the average 
amount of capital tied up init during the period? The student 
is referred to Chapter X XVI of this book, where a full presenta- 
tion of the case for and against the inclusion of interest is made. 


The Distribution of Costs Over Stock-in-Trade 

It should be said that, due to the particular method of 
handling purchasing, delivery, and storage, it frequently is 
not practicable to take cognizance of all items which theo- 
retically are constituents of cost. Each concern must estab- 
lish a policy relative thereto and hold to it. Having done 
this, it is faced at inventory time with the problem of de- 
termining the cost figure applicable to each unit of the stock 
remaining unsold. Certain of the costs, such as freight and 
cartage, have probably been incurred by different lots of 
miscellaneous merchandise, and to distribute the proper 
charges to each unit comprising the lot is difficult. Usually 
a certain percentage sufficient to cover that particular item 
of cost is spread evenly over all units remaining on hand. 
Occasionally, especially where the stock is homogeneous and 
only a few varieties are dealt in, an effort is made to prorate 
these costs on a more accurate basis. In loading on the 
freight cost, for example, a combined weight and value record 
might be used or, where possible, the official freight tariff 
might govern. Such minute accuracy is not often needed or 
desirable, the flat percentage rate on value giving in most 
cases sufficiently correct results. 
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The Pricing of the Inventory 

A rule-of-thumb method of valuation requires that the 
purchase price as carried on the last invoice of the article 
shall be used for pricing the inventory. This usually proves 
a good working rule, but often raises perplexing problems and 
is subject to abuse and misuse. If several purchases have 
been made during the period at different prices, should the 
last price paid govern the valuation of the portion unsold? 
The argument for so doing is that the portions unsold prob- 
ably belong to the last lot purchased, good merchandising 
requiring that the old stock be sold out before the new is 
brought forward. That, of course, is not always the case. 
If it is made an inflexible rule that the price of the last lot 
bought shall be the price of the inventory, a dangerous toolis 
placed in the hands of the unscrupulous. A manager need- 
ing or desiring to make a better showing of profits might in 
this way make an insignificant purchase at a high price near 
the end of the fiscal period and so secure a much higher valua- 
tion than the cost for the whole inventory. Where the in- 
ventory is likely to contain remnants of the various lots 
purchased during the period, or where the condition as to an 
insignificant final purchase may exist, the policy of using an 
average price for the inventory will be more accurate in its 
results. The weighted average, whereby each purchase price 
is weighted with the volume or quantities purchased, is 
fairer, though more complicated than the straight average. 
Thus 10 units bought at $100 per unit, 15 at $90, and .2 at 
$110, would give a straight average of $100 but a weighted 
average of $95.71, (1,000 + 1,350 + 330) + (10 +15 + 3). 
In manufacturing establishments where the fiscal period is 
short, say one month, and it is desirable to keep the raw 
material cost as nearly uniform as possible, the method of 
the weighted average is to be recommended. 

As mentioned above, each concern must fix its own policy 
as to what items shall be included in the cost of goods pur- 


MERCHANDISE STOCK-IN-TRADE 233 


chased. Whatever that policy may be, care must be exer- 
cised to make sure that the same items and no others form 
part of the value of theinventory. Inthe case of any doubt- 
ful items, instead of trusting to memory, a house classifica- 
tion of accounts or an accounting guide book should be drawn 
up so as to secure from period to period a similar handling of 
all items. 


Valuation of Manufacturing Inventory 

The whole of the foregoing discussion concerns the valua- 
tion of goods bought for resale, i.e., the inventory of a trading 
business. Some points in the application of the same prin- 
ciples to a manufacturing concern will now be considered. 

Finished Goods. So far as finished goods are concerned, 
the principle of valuation at cost applies. What constitutes 
the cost of manufacture was discussed in Chapter III, from 
which it is evident that many other elements in addition to 
those which must be considered in a trading concern must 
be taken into account. The manufacturing cost formula 
comprises the three items of: (1) raw material consumed, 
(2) direct labor applied, and (3) factory expenses incurred, 
this latter item sometimes called overhead expenses. When 
a concern operates a detailed cost system, the valuation of 
the finished product is not difficult, being the goal towards 
which the system works. Where no cost system is used, 
great care must be exercised to make sure that every item 
of cost is calculated as accurately as possible and that a 
proportionate share of such costs is applied to the finished 
product still on hand unsold. It is sofhetimes urged that 
instead of this cost-to-manufacture price, the price at which 
the article could be bought on the open market should gov- 
ern; or, alternatively, that the article should be valued at 
least sufficiently above cost to give a theoretical profit to 
thefactory. Just asin the case of the discussion of ‘‘cost or 
market price’’ for the trading concern, the same conclusion 
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is reached here, viz., that cost should govern, because while 
good manufacturing is an element in profit-making, yet no 
profit is made until the sale is effected. It is true that if 
cost to manufacture is lower than cost to buy in the open 
market, a real saving has been made by the policy of manu- 
facturing rather than of buying, but a saving is quite another 
thing from a profit. This differentiation between a saving 
and a profit will be fully discussed presently. Correct 
accounting, therefore, requires a valuation of finished goods 
at cost to manufacture. 

Raw Material. The valuation of the inventory ot raw 
material is on the same basis as that of a stock of goods 
bought for resale, i.e., raw material is to be valued at full cost 
up to the point of its consumption. 

Goods in Process. “The valuation of partially completed 
goods, i.e., ‘goods in process,’ is a much more difficult prob- 
lem. To simplify the discussion these will be divided into 
two groups, first, goods manufactured for stock, and secondly, 
those made on a specific contract or for special order. To the 
first group the principle of cost applies without any qualifica- 
tion. The problem involved is that of determining what has 
. constituted cost up to that particular stage of completion. 
Where a detailed cost system is in use and a production 
schedule forms part of the system, it is possible at almost any 
moment to ascertain exactly the values accumulated on any 
article at each stage or process of manufacture. Where 
definite costs are not possible, a careful estimate based on 
full knowledge of conditions is the best that can be done. 
Where parts are first manufactured for assembly into a com- 
pleted whole, they should be treated as finished goods and 
valued at full cost up to that point. 

Contracts. The second group of goods in process, viz., 
those manufactured to fill specific orders, or, in large con- 
struction work, contracts taken but not completed, may be 
valued on a somewhat different basis from that applicable 
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to the first group. Here a sale has actually taken place and 
only the intervention of the closing of the books raises the 
question of valuation. Ina case of this sort it is customary 
to make a careful estimate of the costs of the work or con- 
tract, up to its present state, due weight being given to re- 
maining costs necessary to complete it and to any provision 
for possible contingencies. When handled in this way, the 
estimated profit on the work already done is said to be appli- 
cable to the current period and is therefore taken into ac- 
count. In other words, the portion completed is treated as 
sold, after making the provisions indicated above, and is 
charged off the books against a corresponding part of the 
sale price. Hence, the valuation involved here does not 
concern the inventory, but the cost of goods sold. 

It may be objected that, in the case of large contracts, 
perhaps running over a period of years, many unforeseen 
things may happen to wipe out any seeming profits on the 
completed portion, and that conservatism would demand 
that no profits be taken until the contract is completed or 
in a sufficiently advanced stage as to be reasonably sure of 
results. In such a case it frequently happens, however, that 
~ not only are stockholders impatient of delay, but very serious 
injustice may result to any who might be forced to give up 
their holdings before the completion of the contract. More- 
over, a fair method of making payment on the contract is 
usually in force, the sale price often being on the basis of 
units of work accomplished, so that the contingencies giving 
rise to the objection mentioned are greatly minimized. 
Thus, some contracts may be on a fixed price per cubic yard 
of earth removed, per unit of goods manufactured, or other 
similar basis for periodic payment, a certain per cent being 
retained as a guarantee for the satisfactory completion of the 
whole. Again, where the price is for a lump sum, engineers 
representing the contracting parties may agree on the amount 
completed and periodical payment may be made on that basis, 
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This topic of uncompleted contracts will come up again 
for treatment when considering the profit and loss summary 
for the year. It is sufficient to note here that some share of 
the profit on the completed portion of a contract may be 
taken as indicated above, in which case the inventory prob- 
lem may be disposed of either by adding the amount of 
estimated profit to the cost value of the uncompleted con- 
tract, or by treating the payments made as sales. 


Contracts and Length of Cost Period 

In some lines of business, orders are booked several 
months ahead of delivery date, the factory operations de- 
pending somewhat closely on the contracts entered into. 
During the period of manufacture there may be few deliver- 
ies of the product, and therefore no actual profit. Obviously, 
the easiest method of handling such a situation is to make the 
fiscal period long enough to include the greater part of the 
deliveries, and so leave the inventory comparatively free of 
goods in process. Where this method is adopted, there is 
no serious objection to valuing the goods still in process at 
the close of the period so as to take a fair portion of the profit, 
although conservative practice usually values them at cost. 
The difference in the amount of profit under the two meth- 
ods is insignificant under the condition named. Under other 
conditions valuation at cost is the rule. 


Valuation of Scrap , 
Raw materials are never completely used up in manu- 
facture; portions too small for the main product, corners, 
odd-shaped pieces, defective pieces, etc., are usually thrown 
into scrap. ‘This scrap is frequently utilized in the manu- 
facture of side lines if a market can be developed; otherwise 
it may be valueless. The problem of the valuation not only 
of the scrap but of any product that may be made from it 
presents some interesting features. If the entire cost of the 
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raw material is charged to the main product, the scrap mater- 
fal used in the side line costs nothing, and to charge anything 
for it, either on the basis of cost or some arbitrary estimate, 
would result in inflation. Furthermore, the cost figures of 
a side line which is not charged for material might at some 
time be made the basis for a bid on a contract too large to 
be filled entirely out of scrap material, and so result in a loss. 
On the other hand, if the main product is charged only for 
the material actually consumed, and the side line is compelled 
to bear the cost value of the material it consumes, the cost 
of the side line may so increase that it cannot be marketed at 
a profit. The lowered cost of the main product might lead, 
in the face of keen competition, to the cutting of its price 
below real cost, unless, of course, all the scrap is being utilized 
in the side line which is also being sold at a profit. If such 
is the case, the valuation of the main product, the side line, 
and the scrap should be on a cost basis. This is not usually 
the case, however. No basis for valuation can be found 
which will prove entirely satisfactory under all circumstances. 

In the light of the conditions involved, particularly as to 
whether there is a constant market for the utilization of all 
the scrap material in the manufacture of the side line, each 
concern must adopt whatever policy best suits its peculiar 
needs. At all times the application of materials costs to 
the product should provide an intelligent basis for entering 
into future contracts. A blind use of cost figures frequently 
invites disaster. In cases where scrap is not utilized in a 
side line, it has only scrap value. The thing to guard against 
is the double charge for the same material, i.e., a charge to 
the main product and also to the side line, resulting in an 
inflation of values. 


Inventory-Taking 
There remains, as a corollary to the problem of valuation, 
a consideration of the method of taking the inventory, for if 
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the count is wrong the most careful valuation per unit will 
not give true total value. In connection with the count of 
the inventory, two fundamental rules must be observed. 
These are: (1) make sure that everything, i.e., all stock-in- 
trade, belonging to the business is included; and (2) be care- 
ful that there is no duplication of count nor inclusion of any 
stock belonging to others. 

In accordance with the first fundamental rule, care 
should be exercised to include all goods out for sale in other 
markets—these to be valued at full cost in those markets— 
and all goods not yet received into stock but belonging to the 
business. These latter include goods invoiced but not re- 
ceived, and goods received but not unloaded prior to the close 
of the period. 

In accordance with the second fundamental rule, any 
goods of others held for sale on a commission basis must be 
carefully excluded from the count, as should also goods re- 
ceived before the close of the period but with invoices dated 
some time in the future. Furthermore, all goods inventoried 
from their invoices, i.e., all goods not taken into stock, must 
be earmarked so as not to be charged into the next period’s 
purchases. This is best accomplished by stamping the in- 
voices as “Included in the I9..... Inventory.”’ 

Inventory Methods. The careful organization of the 
physical stock to be inventoried, sorting any misplaced items, 
and separating them into classes, and an equally careful or- 
ganization of the clerical force, acting under explicit direc- 
tions based on a well-thought-out plan, are fundamentally 
essential to accuracy and to the prevention of any duplica- 
tion of count. In some cases the use of duplicate or coupon 
tags proves very valuable. On these tags provision is made 
for recording in duplicate the number of units and condition 
as to salability, and they are ruled with two money columns. 
The tags are numbered on both parts consecutively and are 
charged out to the various departments, as many being issued 
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as there are classes or compartments of goods. As the count 
is made of a certain class of goods, a tag is attached to the 
compartment or other storage place as evidence that the 
count has been made, after which the lower portion is torn off 
and sent to the office. Any missing numbers indicate omis- 
sions in the count. If the card has been lost, the duplicate 
still attached to its compartment will indicate the count. 
After all cards are accounted for, the duplicates are detached 
and the goods covered by them are then released for sale or 
other use. In taking the inventory it is especially important 
that where goods are below normal as to salability, their 
estimated per cent of normal condition be noted on the tag. 
This gives a basis for valuing and should show the amount of 
deterioration and its cause. | 


Perpetual Inventory 

The use of a perpetual inventory system is quite general 
in some lines. Its operation requires almost as careful a 
record of stock as is made of cash, i.e., not only must all 
receipts be recorded but all disbursements as well. In a 
trading concern this record usually takes the form of a stock 
book of some sort, to which entry is made, as to quantities 
only, from the purchase and sales invoices, the balance shown 
at any time being the stock remaining on hand. The appli- 
cation of the unit value gives the value of the entire stock and 
so makes possible monthly statements of approximate con- 
dition. Ina factory, a separate stores ledger may be oper- 
ated, carrying an account with every kind of material used. 
This ledger is controlled by the Raw Material or Stores ac- 
count on the general ledger. Entry to the stores ledger 
accounts is made from the purchase invoices for receipts, and 
from formal requisitions drawn on the stores keeper for dis- 
bursements, i.e., for the issuance of material. The stores 
ledger may record not only quantities but also values, so 
that its balance should be the value of the stores on hand. 
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This is possible because the material is drawn out at cost 
price. ; 
Oftentimes, for retail concerns, instead of the stock book 
method, the percentage method of book inventories described 
in Volume I, page 506, gives more satisfactory results when 
sufficient past experience can be drawn from. 

Necessity of Physical Count. It must not be assumed that 
a perpetual inventory system obviates the necessity of taking 
a physical inventory, for it does not. All that it accom- 
plishes is to secure a closer supervision over stock between 
inventory times and to make possible the showing of approxi- 
mate results at interim periods. Where operated, it is 
possible to take the physical inventory piecemeal, although 
there is a marked advantage in taking a complete inventory 
periodically. The piecemeal method means that any de- 
partment can do its stock-taking during a slack time without 
regard to the time when other departments take theirs. 
Thus there is less interference with the regular conduct of 
business. It must be borne in mind, however, that the 
physical inventory is just as essential as ever because of the 
many inaccuracies that tend to creep into the perpetual in- 
ventory system, and furthermore because of loss, theft, over- 
measure, and so on, which throw the book record out of 
agreement with the actual count. 
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‘TEMPORARY INVESTMENTS; ACCRUED AND 
DEFERRED ITEMS 


TEMPORARY INVESTMENTS 


Nature of Temporary Investments 


The next item to be considered for valuation in the cur- 
rent assets section of the balance sheet is temporary invest- 
ments. These are assets, such as stocks and bonds of ready 
marketability, in which current funds are tied up tempo- 
rarily. Investments in stocks and bonds for purposes of 
securing business connections and privileges essential to the 
most efficient conduct of the business do not belong to this 
category. The term usually covers only those assets repre- 
senting the investment of temporarily surplus cash or those 
acquired in settlement with debtors with the expectation of 
early realization. As A. L. Dickinson* so well says, ‘“‘such 
investments have no relation whatever to the business 
and can be disposed of without in any way interfering 
with its earning capacity, other than the loss of the dividends 
thereon.” 

In the case of concerns affected by seasonal changes :n 
volume of business, there are periods when sums of surplus 
cash lie unemployed, unless the concern depends upon bor- 
rowed money to take care of seasonal increases. Business 
policy, therefore, demands that the surplus cash be put where 
it will earn something. Such investments are frequently 
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of a somewhat speculative character. In fact, other things 
being equal, business acumen demands that the investment 
be made in those securities in which there is a chance of gain 
in addition to the regular income therefrom. It cannot be 
stated too strongly, however, that safety, freedom from great 
fluctuations, and ready marketability are always prime 
essentials to be observed in securing stocks and bonds for 
temporary investment. While the procedure is unusual, 
there may at times be circumstances under which such in- 
vestments may be bought on a margin basis. 


Valuation of Temporary Investments 

The usual rule for valuing temporary investments at the 
time of drawing up a balance sheet is at cost or market, 
whichever is the lower. Inasmuch as they may be-needed on 
short notice, the information desired is what they will be 
likely to realize. This is particularly true in the case of a 
concern with a rapidly expanding market, for which provi- 
sion may need to be made by increasing the plant as well as 
the working assets. Where reserved profits have become 
tied up in fixed plant, the need for ready funds is apparent. 

It may be argued that inasmuch as realizable value is the 
information desired, valuation at market, whether lower or 
higher than cost, is the only proper basis. The rule stated 
is, however, held to be the correct one from the standpoint - 
of conservatism and the further fundamental objection to 
bringing unrealized profits into the current period, as would 
result from a market valuation higher than cost. Of course, 
a lower valuation than cost brings unrealized loss into the 
period’s operations, but this is not regarded with the same 
disfavor. Where the market price is fluctuating from day to 
day, as is normally the case, the market valuation on the date 
of the balance sheet is perhaps no nearer to the amount that 
will be actually realized than the cost value, since cost value 
merely represents one of the many changing points in the 
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market. If a distinct market tendency in one direction or 
the other were likely to continue until the time of realization 
on the investments, there might be good reason for taking the 
profit or loss accrued to the date of the balance sheet. How- 
ever, these considerations are of too speculative and uncer- 
tain a character to be given any weight. 

There is some valid objection, on theoretical grounds at 
least, to the results of the period being affected by the 
unrealized profits or losses caused by taking the market 
valuation of temporary investments onto the balance sheet. 
Valuation at cost, with a footnote to show market value, 
gives all the information essential to a full understanding of 
the exact condition of the investment. The habit of adding 
footnotes to the balance sheet may, however, become ob- 
jectionable and the practice is to be avoided wherever possi- 
ble. Also, really essential information usually carries greater 
weight when incorporated in the balance sheet figures. 


Reserve for Investment Fluctuations 

To meet the foregoing objection and, at the same time, 
that of allowing unrealized items to affect the period’s 
profit and loss, use may be made of an account called, say, 
‘‘Reserve for Investment Fluctuations.” The account 
should be operated in the same way as the Reserve for Mar- 
ket Valuation of Merchandise discussed in the preceding 
chapter. That is, if market is lower than cost, at the close 
of a fiscal period, surplus is charged and the reserve credited 
for the difference. On the balance sheet the reserve is 
treated as an offset to the investment account carried at cost. 
This incorporates the market valuation as a significant figure 
of the balance sheet and shows the cost for purposes of in- 
formation. The charge to surplus avoids fluctuation in the 
current profit and loss results because of an unrealized item 
and so makes it more useful for comparative purposes. In 
case market is higher than cost, the difference is charged to 
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the asset and credited to the reserve. On the balance sheet, 
cost is thus the effective figure and the market price is given 
for informational purposes. When the investment is sold, 
the entry creating the reserve should be reversed in either 
case. This brings on the books in the period when the sale 
takes place, the actual profit or loss realized, being the differ- 
ence between cost and sale prices. The adjusting entries on 
account of valuation do not thus permanently affect surplus, 
while the actual profit or loss reaches surplus in the usual 
way—a valuable desideratum. 


“ Stock Rights ”’ on Investments 

It may occasionally happen that while stocks are held for 
purposes of temporary investment, stock rights arise. Such 
a “‘right’’ is a privilege of subscription to a new issue of 
stock, granted holders of stock on a certain date, at a rate 
below the market quotation of the old stock. The stock 
records are closed temporarily to any transfers of stock in 
order to determine those entitled to these rights. Up to the 
date of closing the records, the market value of the stock 
carries an increased value to cover the value of the rights 
belonging to it, and the stock is quoted ‘‘rights-on.”’ After 
this date the rights are dealt in separately and quoted 
separately on the exchange. Stock then sells “‘ex-rights.”’ 
Should the end of the fiscal period of a concern holding stocks 
subject to rights fall after their issue, the stock and rights 
may be booked separately, though often shown together, 

An illustration will show the theoretical method of valua- 
tion of rights. Take a corporation whose stock now sells at 
125, issuing the right to subscribe at par for additional stock 
to the extent of 10% of present holdings. The case of a 
stockholder with fifty shares would work out as follows: 

SoeShares at: S125) oe See nee - $6,250.00 


te (aby $00. ).5.. 7 ee eee 500.00 


“— vatvarcost of S22 etic a rarke aetee $6,750.00 
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The average cost of one share is $122.73. Based on the 
former quotation of $125, the right is seen to be worth theo- 
retically the difference, or $2.27. The quoted market price 
will usually be less. 


Cost of Investments 

In connection with the cost of temporary investments 
it may be well to point out that cost means full cost to the 
purchaser, including brokerage and other costs in connection 
with the purchase or subsequent thereto. If the investment 
is being carried on margin, the customary practice is to 
charge to the investment account the interest on the funds 
borrowed by the broker to finance the transaction and 
to credit thereto any dividends or interest received. The 
difference between the asset account kept with the invest- 
ment and the liability account with the broker thus shows at 
any time the original equity in the investment. A credit to 
the investment account when the stocks are sold develops 
the net profit or loss on the entire transaction. ‘There may 
be circumstances under which it will be desirable to separate 
from the asset account all charges and credits subsequent to 
the original purchase, carrying them in a suitable expense 
and income account. 


Valuation of Bonds 

In the case where bonds are held for temporary invest- 
ment, purchased either at a premium or discount, it is not 
customary to take account of amortization, because the 
investment is temporary. The problem of amortization is 
postponed to Chapter XV, in which permanent or long-term 
investments are treated. 

In brokerage firms, where stocks and bonds comprise the 
stock-in-trade, the same principle of valuation applies as 
with a merchandise stock except that the rule of valuation at 
cost or market, whichever is the lower, is applied to each 
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individual holding. In this way, decreases in the value of 
one stock are not offset by increases in the value of others as 
would be the case if total market and cost values for the 
entire lot were first determined and then the valuation for- 
mula applied. In this chapter the principle of valuation of 
stocks and bonds as stock-in-trade is mentioned only by way 
of contrast. 


Valuation of Unissued Stock 

Under the head of temporary investments, the company’s 
unissued and treasury stocks or bonds are sometimes in- 
cluded. Such unissued stocks or bonds manifestly represent 
an inflation of asset values, offset, it is true, by an equal 
inflation of capital stock. In the first place, conceding for 
the sake of argument that the inclusion of unissued stocks 
among the assets is legitimate, the principle of equilibrium 
requires that they be valued at par on the balance sheet, a 
figure which is not cost and which may be very far from 
market. Again, the company’s unissued stocks may be in 
no sense current assets. Furthermore, stocks which have 
never been issued have no owners and so can command no 
proprietorship in the enterprise. The most that can be said 
about them is that they are contingent assets, showing that 
certain legal formalities have been met which authorize their 
issue if so desired. The remaining necessary procedure, viz., 
that the stock be placed on the market and sold, is, however, 
the condition which must be met to create a real asset and to 
create proprietorship. Until that has been done there is 
neither proprietorship nor asset. Reference to Volume I, 
Chapter XLIX, where the various methods of opening the 
books of a corporation are illustrated, will show that the 
method to be preferred is one which eliminates the account 
Unissued Stock from the books. However, where it is set up, 
correct classification would seem to require that it be treated 
as of the nature of a valuation or offset account for capital 
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stock. In other words, the two accounts, Capital Stock and 
‘Jnissued Capital Stock, must be read together to show the 
true status of the proprietorship stockholdings. The correct 
method of presentation on the balance sheet is here only 
indicated but will be illustrated in Chapter XXI where the’ 
problem of valuation of capital stock is treated. 


Valuation of Treasury Stock 

The case against the inclusion of treasury stock in tempo- 
rary investments is not quite so apparent, but equally con- 
vincing upon examination. Treasury stock differs from 
unissued stock only in that it has once been issued but has, 
through various channels, found its way back into the pos- 
session and control of the company. While outstanding in 
the hands of stockholders and under their individual control, 
the increased stock proprietorship is reflected in increased 
assets. If the stock comes back into the treasury through 
donation, the decrease in proprietorship stockholdings is 
compensated by a new proprietorship element under donated 
surplus. Thus, while there are not so many shares outstand- 
ing, the value of each is enhanced by a combined or common 
proprietorship in donated surplus, which reflects exactly the 
status of the treasury stock. Whereas formerly there was 
individual control over the stock, now that it is inthe treasury, 
control is common or combined. Stock proprietorship has 
been diminished and the balance sheet should show it by 
treating Treasury Stock as an offset account and not as a 
part of current assets under Temporary Investments. 

As to the valuation of treasury stock at some other figure 
than par, the same argument holds as in the case of unissued 
stock. If the treasury stock has been acquired by purchase 
on the open market, its price may be a good and sufficient 
basis for valuation; but even here individual ownership and 
control has been exchanged for common and combined 
gwnership. The individual stockholdings are decreased, and 
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the decrease is reflected on the assets by the amount paid for 
the stock. It would seem, therefore, that a showing more in 
accord with the facts would require treasury stock to be treated 
as a deduction from the capital stock authorized. Thus the 
‘best practice eliminates a company’s own stocks from the list 
of itsassets. Where such holdings are small and insignificant, 
they may without any serious impropriety be included among 
the assets and even under the caption “‘Temporary Invest- 
ment’’ so long as substantial accuracy obtains. 


Summary of Valuation Formula 

To sum up, then, the valuation formula for current in- 
vestments requires their showing at cost or market, which- 
ever isthe lower. The most satisfactory method of applying 
the formula is by means of the Reserve for Investment Fluc- 
tuations which makes possible the incorporation of market 
value whether lower or higher than cost, with the differences 
between market and cost carried in the reserve account. 
Thus the conservatism of the valuation formula is made 
effective and at the same time information is given as to the 
present market values of the investment. 
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Nature of Accrued Income 

Income derived from many different sources is never fully 
received at the close of the fiscal period. For instance, of the 
sales made many will still be outstanding as charges to 
various customers; interest will have accrued on notes receiv- 
able and on investments held; rental income is earned day by 
day but is received only periodically; royalties based on the 
use of some machine or process are accumulating where the 
device or process is being used but settlement is made only 
periodically; and dividends on stocks or other investments 
may have been declared during the current period but are not 
payable and therefore will not be received until the next period. 
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Inadequacy of Cash Method of Handling Accruals 

All these accrued items give rise to claims which must find 
expression in the accounts either currently or ultimately. 
In the case of sales of merchandise the customary practice 
is to set up the claim on the books when the sale is made. 
In the case of the other items usually no record is made 
until the income is actually received. Under this method— 
called the cash method—it is evident that the true income 
cannot be shown in the period in which it is earned and that 
the period in which it is received secures the credit for it. This 
means not only that the current period may at its beginning 
receive credit for items of income mostly earned during an 
earlier period, but at its end it will be deprived of similar 
earnings accruing from day to day up to its close but not 
credited because their time of payment overlaps into the 
next period. This method is defended as being substantially 
correct on the principle of averages, i.e., those earnings which 
do not entirely belong to the current period but for which 
credit is taken will in the long run just about offset the 
earnings accrued at the end of the period which are not taken 
account of. 

Thestatement may be true and, if so, can be easily tested; 
but, whether true or not, modern practice requires the 
accurate accounting of all claims. It is therefore required 
that these accrued earnings be brought onto the books if 
reliable results are desired. 


Correct Method of Handling Accruals 

To show all earnings in the period in which they actually 
accrue is called the ‘‘accrual method.’”’ Under this method 
the income earned but not received during the current period 
is set up among the assets, just as in the case of sales, with 
this difference, however: the claim for the broken portion 
belonging to this fiscal period need not be recorded day by 
day but only at the end of the period. Most income items 
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of this sort are due, either by contract or by custom, at the 
end of certain definite periods. The setting up of a claim for 
a broken, i.e., an uncompleted portion, does not mean that 
such a claim is on that date legally enforceable, but that it is 
a claim equitably belonging to the current period. 


Showing of Accrued Items on Balance Sheet _ 

As to the section of the balance sheet in which these 
accrued income items should be shown, usually they are true 
current assets and should be so listed. They frequently arise 
in connection with current assets, e.g., the interest accruing 
on notes, stocks, and bonds held, and are therefore just as 
current as the assets themselves, or even more so. Where 
not so arising, as in the cases of rents, royalties, etc., usually 
the contract or customary period of settlement is so short as 
to make the claims under them true current assets. Occa- 
sionally the accrued earning is added to the value of the par- 
ticular asset and so shown in the balance sheet. A better 
practice, because more definite, is to list them separately 
under the title, Accrued Income, Accrued Accounts Receiv- 
able, or other similar title. 


Valuation of Accrued Items 


The principle of valuation of accrued income items is 
apparent. Onthe supposition that the concern will continue 
in business, the accrued income is proportioned between the 
two periods on the basis of the portion of the time belonging 
to each period. However, this does not mean that the por- 
tion so taken shall be valued at its face. The accrued por- 
tion is worth asa portion neither more nor less than the whole 
is worth as a whole. If there is doubt as to the ability to 
collect it when it falls due, certainly the valuation placed on 
the accrued portion should express that doubt. In other 
words, unless the claim is fully secured by collateral or 
other pledges, valuation should be on exactly the same basis 
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as for the other receivable items, such as the claims against 
trade debtors, other open accounts receivable, notes receiv- 
able of various kinds, etc. 


Accounting for Accrued Income 


The accounting for accrued income presents no particular 
difficulties. In addition to the two methods discussed in 
Volume I, pages 116 to 119, a third which is considerably 
more laborious than either of them is frequently employed, 
and is as follows: At the time of adjusting and before clos- 
ing the books, for every item of accrued income a separate 
asset account is set up. Thus, for royalties an account, 
Accrued Royalties Receivable, would record the claim on 
account of royalties at the same time the accrued income 
from royalties is being recorded in a suitable income account. 
Thus there is distinct separation of the asset and income 
elements. 

From this point two methods are in use for handling the 
subsequent record of the item. Under the first method, the 
income when actually received or legally due is recorded in 
the regular income account. This thus shows an inflated 
figure because it is not offset by the portion credited to the 
previous period, the asset account covering this, remaining 
unchanged throughout the current period. At its close, 
however, proper adjustment is made by adding to, or sub- 
tracting from, the amount held over from the close of the 
previous period such an amount as will make its new balance 
show the correct amount of accrued income as at the close 
of the current period. The contra credit or debit to the 
above entry, as the case may be, is of course to the particular 
income account, causing it to reflect the true income for the 
current period. 

Under the second method, the first entries for the new 
year consist in transferring all accrued income asset balances 
to their respective income accounts, where they serve the 
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purpose of automatically adjusting the full receipt of income 
a portion of which was credited in the previous period, to the 
amount properly belonging to the current period. At the 
close of the period any adjustment on account of accrued 
income is handled by debiting the asset account and credit- 
ing the income account exactly as before. 

An illustration will show the differences between the two 
methods. 


Illustration of Different Methods of Recording Accrued Items 

Problem. The royalties income accrued December Ali 
I916, amounted to $5,000. During 1917 payments were 
received on account of royalties to the amount of $35,000. 
On December 31, 1917, accrued royalties were $5,250. 


Solution—Method 1 


ACCRUED ROYALTIES RECEIVABLE 


1916 
Dechetas setae $5,000.00 
IQI7 
Deces Temenos ae (A) 250.00 
ROYALTIES INCOME 
1917 ’ 
iii ks Dee $35,000.00 
IDECS a Tht aerecee (A) 250.00 
Method 2 
ACCRUED ROYALTIES RECEIVABLE 
IQg16 IQ17 aS 
iD ce itens 5 ob ado oe se | SOGqleleHoIe) || H2Ks Bosacagcuon He (A) $5,000.00 
IQI7 


IDE Mere srsidions hG.6 (B) $5,250.00 


ACCRUED AND DEFERRED ITEMS 253 


ROYALTIES INCOME 


TOL “1017 
Aerie Me, Se oe oe (CAR) Siewicrotonofoh lan sh 8 ab aiokicuars Bene $35,000.00 
Deowait euiceere oe (B) 5,250.00 


Of the two methods, the second is somewhat fuller and 
probably presents the facts more consistently, although in- 
volving a little more book work. From a practical stand- 
point where regard is had to the amount of book work 
required, the method used in Volume I, pages 116 to I109, 
sometimes known as the inventory method, serves all the pur- 
poses of either of the above methods and requires much less 
work. By it the above problem would appear as follows: 


ROYALTIES INCOME 


1916 IQ17 
[Dees “Stier Nceie wan ations $55000-00r le seem ostyetie sacri $3 5,000.00 
1917 DEG, ae NCCP. sonwek 5,250.00 
Wecwonm le. Os (user 35,250.00 

$40,250.00 $40,250.00 
1918 
A aieet PNCCE arc ots $5,250.00 


An objection, not at all serious, is that under this last 
method the ledger will show, as on the date of the balance 
sheet, the current assets in two places, viz., the current 
assets section and the income section, instead of altogether 
as under the other methods. This objection is more than 
offset by the saving in clerical labor. There is in some 
quarters an all too prevalent tendency to multiply the num- 
ber of accounts and increase the bookkeeper’s work without 
any adequate return in results. 


Prepaid Items—Definitions and Kinds 


Closely related to current assets, because through an 
overexpenditure of current funds this period a lesser expendi- 
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ture will be required next period, is the class of items known 
as prepaid expenses or deferred charges to operation. These 
items are not current in the sense that they will be turned 
into cash shortly, but they are analogous in that a saving in 
the expenditures of the next period will result. Because of 
the ease with which they may be put to improper uses, it is 
best to segregate them from current assets under a suitable 
balance sheet caption, such as “‘ Deferred Charges to Opera- 
tion.”” Where the two captions, Current and Working 
Assets, are shown, items of this class properly belong to the 
latter. Under this head will be considered such items as 
supplies of all sorts—office, factory, power house, stable— 
stationery, printing, postage, repair parts, insurance unex- 
pired, advertising contracts and material, rent, royalties, 
interest and discounts paid in advance, salary overdrafts, 
premiums on long-term investments and discounts of long- 
term obligations, and sometimes organization expense, al- 
though this last item is perhaps best handled with the 
intangible assets. 


Valuation of Prepaid Items 


The purpose in considering these items at the close of a 
fiscal period is to secure a proper and accurate allocation of 
charges as between the two periods, without which true 
results as to profit and loss are not possible. The same 
argument as to these items averaging up fairly well be- 
tween periods applies here as for accrued income. The only 
other point to be considered in connection with them is the 
basis for their valuation. Realizable values, i.e., what the 
items would bring under the hammer or at other forced sale, 
are manifestly inequitable. A three-year insurance policy 
with one year expired is to a concern which intends to avail 
itself of the remaining two years’ protection worth more than 
the surrender value of the policy calculated on the short-rate 
basis with perhaps the expenses of doing business also sub- 
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tracted by the insurance company. Evidently to a going 
concern the protection enjoyed for the year just expired is 
worth neither more nor less than a pro rata share of the entire 
cost, nor are the remaining two years’ protection to be valued 
at a less rate because redeemable at a less rate. 

Hence, a valuation based on the going concern principle 
is to be used for deferred charges. As indicated above, this 
means, when used in this connection, a pro rata valuation 
based on the life of the supply and the portion unused. In 
the case of tangible supplies the rule can be most easily ap- 
plied as a unit cost figure to the unused units still on hand. 
That is, an inventory of supplies is taken and valued at full 
cost. Although nearly related to current assets, deferred 
charges are seldom influenced by market fluctuations after 
they are once purchased, because if properly classed as de- 
ferred charges they are always held for own use and never for 
outside sale. 


Danger of Overvaluation 

Care must always be exercised—even more than in han- 
dling the stock-in-trade inventory—to see that there is no 
padding of this class of items. ‘To this end, before taking 
inventory, a general clean-up of supply materials all over 
the plant is an exceedingly good policy. This should result in 
discarding, or reducing to scrap value, all obsolete and un- 
usable supplies. Without such a clean-up it is easy, even when 
motives are of the very best, to carry forward from year to 
year as assets supply materials which will never be used and 
which are therefore nothing but expense items and should be 
charged against operation. Only a careful periodic appraisal 
of supply materials and an equally careful inventory indicat- 
‘ing their usability can give a correct basis for applying the 
valuation formula. 

Two or three items of deferred charges need a word of 
further explanation. In some mining industries, notably 
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coal and precious metals, leasing is done on a royalty basis 
with a minimum amount to be paid each period based on a 
minimum production of ore to be mined. If less than the 
minimum is mined, a frequent provision in the terms of the 
lease makes possible the application of any royalties over- 
paid one period against a future production of more than the 
required minimum. That is, no increased royalties are 
charged for a production over the minimum until all accumu- 
lated royalties from periods of underproduction are used up. 
In any period of underproduction such royalties may prop- 
erly be treated as deferred charges only on condition that 
there is reasonable expectation that future production will 
increase to the point where it will consume the overpaid 
royalties of earlier periods. At times a company finds itself 
bound to such a contract, based on a minimum production, 
without any hope of relief because the prospect has not 
developed as anticipated. Under such conditions the entire 
periodical royalty charge is a charge against operation and 
must be absorbed entirely by the operations of each fiscal 
period. 


Accounting for Deferred Debit and Other Items 

The accounting for deferred debit items proceeds along 
the same lines indicated for accrued income. Nothing 
further need here be said than that such-items as insurance, 
supplies of various sorts, etc., are frequently recorded origin- 
ally as asset items instead of as expenses. At the close of the 
period so much of each of them as has been used is trans- 
ferred to suitably named expense accounts and is thus taken 
into profit and loss. There is no objection to this and it usu- 
ally works out very satisfactorily, although the usual prac- 
tice is to treat all items of this class as expenses rather ° 
than as assets. This method is usually prescribed by 
regulatory commissions in the case of public utility 
companies, 
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The treatment of premiums paid on long-term invest- 
ments and of discounts arising through the marketing of 
long-term obligations at a figure below par is reserved for 
consideration in the next chapter where their relation to the 
interest account and the problem of amortization will be 
considered, 


CHAPTER XV 


PERMANENT INVESTMENTS 


Nature of Permanent Investments 

As distinguished from the type of investment discussed 
in the preceding chapter, investments of a more or less 
permanent character will next claim our attention. These 
may be permanent in the sense that at the date of the balance 
sheet they have a long term to run before they mature and 
the expectation is they will be held for a considerable period 
ef time; or permanency may be indicated because ownership 
of the investment is necessary or, at least, a valuable re- 
quisite to operation. Ease of conversion into cash may or 
may not be a characteristic of such investments, and cer- 
tainly it is not a determining test for valuation as is the 
case with temporary investments, discussed in Chapter 
ve 

The necessary test is always the condition in which the 
company would be placed, viewed from the standpoint o1 
efficient operation, if the investment were disposed of. 
If its efficiency or its contracted or moral obligations would 
not be impaired, the investment may be said to be of a 
temporary character. Examples were given in the previous 
chapter. If, however, its efficiency would be materially 
affected, or its continuance as a business be hampered or 
threatened, then the investment must be considered as ot 
a permanent character. This latter type of permanent 
investment will be discussed first, followed by a considera- 
tion of the long-term securiti.s (bonds, stocks, and land) 
held as investments for certain funds (such as the building 
fund, bond and redemption fund, etc.). 
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Permanent Investments as an Aid to Operation 


These permanent investments may take the form of 
ownership of the stock or bonds of other corporations, as in 
the case of the holding company. They may represent 
interests, active or silent, in partnerships; or they may take 
the form of advances of working capital or funds to other 
concerns. Whatever the form may be, and whether evi- 
denced by formal securities, collateral, or merely by open 
book accounts, they serve the purpose of securing some 
essential facility without which operation could not be 
successfully carried on. A newspaper may secure full or 
controlling interest in a paper mill to insure its supply 
of print paper; a railway may become a heavy owner in a 
terminal company in order to give it terminal facilities; 
a refinery may purchase a controlling interest in an oil 
production company in order to give it a sure supply of 
crude oil; etc. Thus, the permanent or fixed investment 
is always a means of bringing about the efficient opera- 
tion of a business. It may be effected in any one of three 
ways, viz.: 


1. By practically full ownership of the subsidiary 
enterprise to secure complete control and so 
direct its policies. 

2. By only a controlling ownership. 

3. Through the agency of advances, particularly when, 
because of poor credit, the usual money markets 
may be closed to the borrowing company. 


Valuation of Permanent Investments 


The problem of the valuation of investments under the 
three forms mentioned presents some interesting features. 
It might seem that, inasmuch as the investment is in the 
nature of a fixed asset, valuation should always be at full 
cost; that market fluctuations should have no effect. The 
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last half of this statement is correct but the first part needs 
modification. It is to be expected that a concern in purchas- 
ing the stock of another will not pay more than it considers 
the stock to be worth. The price may be more or less than 
the face value of the stock, depending upon the existence of 
an element of good-will or the overstatement of the assets 
on the books of the vendee company: or again, where the 
stock is bought on the open market many other factors 
may cause a variance of purchase price from par value of 
the stocks. : 

Were the investment simply an inanimate asset to be 
used, cost, perhaps less depreciation, would be the proper 
basis for valuation. Since, however, a corporation cannot 
remain stationary—it must usually record a gain or a loss 
from year to year—ownership in that corporation must 
accordingly suffer change from year to year. So many 
things can happen to an operating corporation that cannot 
befall an inanimate asset held for use that the proposal 
to value both on the same basis is hardly tenable. Further- 
more, if proper principles of valuation are applied to the 
subsidiary concern, its true value can be determined with 
fair accuracy. Accordingly, a true basis is secured for 
valuing it as an investment on the books of the holding 
company. Any increase in value over cost is due to the 
profits made by the subsidiary enterprise, and in the case 
of its complete ownership by the holding company these 
profits belong in full to the holding corporation. If all the 
profits are disbursed as dividends to the holding com- 
pany, the subsidiary enterprise suffers no change in con- 
dition and therefore no change in value. If, however, 
some of the profits are retained, this would result in an 
increased value which should be reflected in the valua- 
tion of the subsidiary enterprise on the books of the hold- 
ing company. How this may best be shown also requires 
consideration. 
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Holding Company and Subsidiary Enterprises 

A holding company may have but few assets aside from 
its holdings in subsidiary concerns. A balance sheet showing 
only these few assets and its investments in the other con- 
cerns does not usually give much usefulinformation. There- 
fore, as the assets of the subsidiaries belong to the holding 
company: and really comprise its operating plant, a more 
intelligent way of showing the investments of the holding 
company is to combine or consolidate the balance sheets 
of the subsidiaries and incorporate them in the balance 
sheet of the holding company in place of the item of invest- 
ments. This method is known as the “‘consolidated balance 
sheet’”’ and is given fuller treatment in a subsequent chapter. 
Here attention is called to it merely as a device for show- 
ing the valuation of permanent investments represented by 
substantially full ownership of the subsidiary companies. 


Controlling Investments 

Where ownership is not complete but still controlling, 
the method of the consolidated balance sheet is not so fully 
applicable and often is not used. In this case the invest- 
ment will appear as such on the balance sheet with whatever 
adjustments in value may be necessary due to the success or 
failure of the subsidiary’s operation for the past period. 
Whatever profits are made enhance its value and in the 
enhanced value the controlling company has a pro rata 
share, the effect of which should be taken up in the valua- 
tion of its investment therein. The net amount of the 
enhancement in value is the difference between the net 
profit made by the subsidiary concern and that portion 
paid out in dividends—in other words, the portion reinvested 
in the business. 

This portion, i.e., such part of it as belongs to the con- 
trolling company, may be taken up directly by charging 
the investment account and crediting a proper income ac- 
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count; or the share of the entire net profit belonging to the 
controlling company may be charged to the investment 
and credited to an income account. In the event of divi- 
dends being paid by the subsidiary company, these would be 
credited to the investment account of the controlling com- 
pany, which account would then show, as in the first method, 
the new value due to the profits reinvested in the business. 
That this policy of increasing the value of the investment 
is conservative and sound is apparent when one considers 
that the holding company’s ownership of the subsidiary 
concern controls the latter’s policies, including the dividend 
policy. The profit taken onto the books of the holding 
company by the above method is a real, not a book, profit. 


Advances to Subsidiary Concerns 

Where control is secured through the medium of advances 
made on open account or by means of such advances to- 
gether with ownership of stocks and bonds, a valuation 
must be made of these claims separately from the stocks 
owned. Where ownership is complete and valuation is 
shown by the consolidated balance sheet method, inter- 
company accounts and claims are, of course, eliminated and 
so do not show. In all cases, however, where claims against 
a subsidiary arise on account of advances, or even of sales, 
and these must be shown on the balance sheet of the owner 
of the claims, more than average care must be taken in 
placingavalueonthem. Inthecaseof advances, frequently 
their exact status is not known at the time when made. 
The record is carried in a suspense account until its final 
status is determined, when record is made accordingly. 
The advance may be temporary, for the purpose, say, of 
enabling the subsidiary concern to take advantage of very 
favorable market conditions in the purchase of raw materials, 
in which case, of course, the claimis a current asset; or possi- 
Sly the subsidiary company is about to make additions.to 
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plant and equipment and is financing the expansion tempor- 
arily by means of borrowings from the parent company. 
Whatever method of permanent finance is finally settled 
upon, this should convert the open-account claim of the 
parent company on account of advances, into the regular 
securities or obligations of the subsidiary concern. Again, 
it is unfortunately true that advances to the subsidiary 
company often become necessary to recoup it because of 
operation at a loss. This may continue with little hope of 
repayment for years to come, if ever. The parent company 
may ultimately lose all the funds advanced to the subsidiary 
company because of the latter’s financial instability. 


Rules for Valuation 

Because of the many factors involved, it is apparent that 
no absolute rule can be laid down for valuing the advances 
to a subsidiary enterprise. Each case will require careful 
investigation and must be settled on the basis thus estab- 
lished. If the investigation shows the loan to be temporary 
with good expectation of its full return, it should be shown 
at its face value among the current assets. If the advance 
is to be converted into the securities of the subsidiary con- 
cern and the latter is in good condition, the advance may be 
carried at par among the fixed assets. When the securities 
are received they should be valued as any other permanent 
stockinvestments, with due regard to the basis of conversion 
in comparison with the value of the securities given in 
settlement. If conditions upon examination are found to 
be serious, it may be necessary to treat advances made as 
expenses, i.e., they are of no realizable value. If the bank- 
ruptey of the subsidiary concern seems probable, a question 
of financial policy and law arises, viz.: whether the interests 
of the parent company are best conserved by allowing its 
claims to remain on open account and so rank with other 
creditors, or to be converted into stock and rank with those 
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of other owners. It may be necessary to take that phase 
of the matter into account when determining the value of 
claims against the subsidiary concern. 


Investments in Partial Holdings 

For the sake of business connections, prestige, and good- 
will, oftentimes more or less permanent investments are 
made of such a nature or in such amounts as not to secure a 
controlling interest. Here, because the reins of business 
control are not held by the investing company, manifestly 
such an investment is on a very different basis from those 
in companies whose control is held by the investor. In the 
one case, business policy can be determined and made 
effective; in the other case, success or failure is under the 
control of others. Accordingly, the valuation of these 
partial holdings differs from investments in companies 
entirely owned or controlled by the investor. Where the 
holdings of these minor interests are not particularly sub- 
stantial in comparison with other properties owned, there is 
no serious objection to valuing them at cost. They are held 
to secure certain benefits, and so long as the real values of 
the companies concerned are being maintained or enhanced, 
there is little probability of the investment being disposed of. 
Market fluctuations, therefore, should be given little or no 
consideration. Where, however, partial or minor holdings 
form a comparatively large portion of the investments, it 
may sometimes be wise to value them on the same basis 
as temporary investments of a current nature. In this case 
the profit or loss attendant upon bringing market values into 
the books should be handled as with temporary invest- 
ments. 

Where investments of this kind are shown on the balance 
sheet at cost, it is sound policy to call attention in a footnote 
or otherwise to their market values, as oftentimes the market 
gives some indication of the condition of the company. 
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The savings banks of the State of New York, in reporting 
to the State Department of Banking, must show the market 
value of the securities held. Usually three values are 
shown, viz.: market, par, and so-called investment value, 
to be explained later. Where the securities held are not 
listed on any exchange or are held closely and not traded in 
extensively, it is often difficult to secure reliable market 
quotations for them. Here cost, unless known conditions 
demand otherwise, seems the best basis for valuation. 


Investments Producing No Income 

Somz investments may be of a permanent type and yet 
of themselves produce no income. Such are memberships 
on stock and produce exchanges, boards of trade, and the 
like, which are valuable for the privileges and prestige 
accruing therefrom and the business associations secured 
thereby. They should usually be valued at cost, thus 
allowing the period in which they are sold, if disposal be- 
comes necessary, to get the profit or loss incident thereto. 


Bond Values and Market Interest Rates 

In connection with the valuation of bonds, some addi- 
tional considerations should be taken into account. Assum- 
ing that the margin of security for the mortgage covering the 
bonds is ample, the value of a bond, i.e., its price on the 
market, is largely dependent upon the prevailing interest 
rate in the money market. Thus, if a bond bearing 5% 
interest is offered for sale in a market where the rate is 6%, 
- it can be sold only at a discount sufficient to provide approxi- 
mately 6% on the money invested. Similarly, a 6% bond 
offered in a 5% market should bring something more than 
par. It is not intended to convey the impression that 
whenever a bond sells below par it is because the market is 
demanding a highér rate than that offered by the bond; 
nor when a bond sells at a premium need the entire amount 
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of the premium be a reflection of money market conditions. 
An additional factor is oftentimes the credit standing of the 
issuing company. Thus, even though a bond may be 
amply protected, the poor credit rating of the issuing con- 
cern will be reflected in a downward tendency of the price 
of the bond, for under such circumstances foreclosure pro- 
ceeditigs preliminary to sale and conversion of the security 
always loom large in the background. On the other hand, 
bonds of the United States are often above par because of 
the government’s credit standing. 

On the assumption that there is reasonable expectation 
that the bonds will be paid at maturity, their valuation on 
the balance sheet during the time they are held by an investor 
must have regard to the price paid as determined by the 
bond interest rate and the money market rate at the time 
of purchase. A bond bought at a discount and held to 
maturity is redeemed at par. If the bond is carried at 
cost until the period of redemption, that period would 
secure the credit for the difference between cost and par. 
Similarly for a bond bought at a premium, and carried at 
cost constantly, the period of redemption would bear the 
loss between cost and redemption price. 


Nature of Bond Discount or Premium 


To bring out more clearly the real nature of bond dis- 
count or premium, under the limitation stated above, con- 
sider a bond selling at 90 and bearing 414% interest. This 
should be interpreted to mean that the issuing company, 
because of the low rate offered on the bond, will have to pay 
at maturity $1,000 for every $900 now received. It is, as it 
were, having to prepay $100 interest on every bond sold, in 
addition to its promise to pay the stipulated bond rate of 
interest periodically. It is selling a $1,000 security for $900 
and is thus depriving itself of $100 which it might have 
had by contracting to pay the present market rate of interest. 
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From the other (i.e., investor’s) point of view, he is willing 
to lend money at the bond rate only because he expects to 
be compensated by the $100 to be received in a lump sum 
at the maturity of the bond. 

The wisdom of fixing the bond interest rate so that the 
bond will command either a premium or a discount hinges 
upon the soundness of the forecast as to the money market 
in the future. It is, of course, a speculative transaction. 
Since, then, discount on bonds is, from the standpoint of 
the issuing concern, a prepayment of a portion of the inter- 
est in amount sufficient to make the income rate on the 
bond correspond with the rates prevailing in the market, 
this prepayment is applicable to the whole period of the life 
of the bonds and should be spread equitably over that 
period. ‘To accomplish this it is necessary, every time bond 
interest is paid, to transfer to the Bond Interest account a 
portion of the Discount on Bonds account, thus gradually 
wiping off the Discount account and making the Interest 
account show every period the real amount (and real rate) 
of interest as distinguished from the amount paid as indi- 
cated by the bond rate. 

In the present discussion, the chief concern with the 
problem of bond discount and premium is from the point of 
view of the investor. Having established from the other 
point of view the true relation between premium and dis- 
count and bond interest, there will be considered the two 
additional problems as to the manner of carrying the record 
on the investor’s books and as to the method of valuing the 
investment at each balance sheet period. First, then, is 
the problem of making the record. 


Record of Bond Investments 

When bonds are purchased the record may be made in 
two ways. Accounts may be kept with the bonds at par, 
separate valuation accounts being carried for the discount 
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or premium. An account with bond interest is also opened 
and sometimes one with prepaid interest on bonds, where, 
as is usually the case, the bonds are bought with accrued 
interest to date of purchase. The accrued interest, however, 
is more conveniently recorded as a charge in the bond 
interest account, thus automatically adjusting the income 
from the bonds when the first coupon after date of purchase 
isredeemed. As stated in Chapter XIV, the amount of the 
discount or premium is to be spread equitably over the life 
of the bond. The method of making an equitable distribu- 
tion is a problem to which consideration will be given in 
later pages of this chapter. The entry to effect the distribu- 
tion is a transfer entry between the premium or discount 
account and the bond interest account for the portion 
accrued as on the date of each payment on the coupons. 
The result of the transfer is to establish with the bond 
account at par a true valuation of the bonds held as on that 
‘date, and to secure the correct amount of income from bond 
interest to be credited to the current period. 

The second method of making record of the bond invest- 
ments is to record the purchases at cost in the bond account, 
carrying there full information as to premium or discount, 
no separate accounts with these being opened. When the 
bond interest falls due, the bond account itself is written 
up or down for the amount of the discount or premium 
accrued during the current period. The contra entry is 
in the bond interest account just as above. This latter 
method does not commend itself when the only record kept 
of bonds is that mentioned above. If the investments are 
sO numerous as to require a subsidiary ledger for their 
record, where with each kind of bond accounts will be kept 
with its par, discount or premium, and interest, there is no 
objection to handling the controlling account on the general 
ledger by making the discount or premium adjustment 
directly to the bond account. Fuller information is given 
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and the record is less involved, however, when handled by 
the first method. 


Amortization of Bond Discount and Premium 

The equitable distribution (technically known as ‘‘amor- 
tization’’) of the discount and premium on bond investments 
is the essence of the problem of their valuation. There 
are two methods of making this distribution, termed the 
“straight line’? and the “‘scientific’’ method. Under the 
straight line method the amount of the discount or premium 
is divided by the interest periods the bond has yet to run, 
and the quotient is made the amount of periodic amortiza- 
tion. Although not scientifically accurate, the method 
commends itself because of its simplicity and consequent 
ease of operation. Its use is allowed by the Department of 
Banking of the State of New York for valuing the invest- 
ments of savings banks. Thescientific method is based upon 
compound interest calculations and will be best understood 
by means of examples. Under this method the discount 
or premium is looked upon as the amount of an annuity. 
The portion which must be written off for any period is the 
present worth of the annuity on that date, taking into 
consideration the rate of interest and the time in interest 
periods the bond has still to run. 

In practice, however, the amount of amortization is not 
found in that way. ‘To find the periodic amortization, it is 
necessary to know the cost of the bond, its coupon interest 
rate, and the effective rate. By effective rate is meant 
the real income rate on the basis of the price paid for the 
bond. Assume that a 3% bond, interest payable January 
and July, has 3 years (6 periods) to run and is bought for 
$971.99 so as to yield 4% on the investment. At the end 
of the first semiannual period the actual interest received will 
be $15, but the real income on the investment is $19.44 
because it was purchased on a 4% basis for $971.99 (2% on 
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$971.99). Of the total discount of $28.01, $4.44 (19.44 — 
15.00) is to be credited to the current period. The adjust- 
ment of discount brings about a new valuation of the bond, 
it being now worth $976.43 (971.99+4.44), because nearer 
by six months to maturity when it will be worth par or 
$1,000. So, for the next period the coupon is $15 and the 
effective income, $19.53 (2% on $976.43), hence the amortiza- 
tion is $4.53; and so on for the six periods, at the end of 
which the discount will have been completely distributed, 
i.e., amortized. 

The following schedule shows the periodic amortization 
and new values of the bond: 


3% bond, par $1,000; bought on a 4% basis for $971.99; 
3 years to run; interest January and July. 


Nominal | Effective Periodic Value of Discount 


Date Income Income |Amortization Bond Adjusted Amounts 
ieia, 1, TOUS Beasts Se seat Sere. $971.99 $28.01 
July 1, 1915 15.00 19.44 4.44 979.43 23.57 
Jan. 1, 1916 15.00 19.53 4.53 980.96 19.04 
July I, 1916 15.00 19.62 4.62 985.58 14.42 
[esis Gi, Tey 15.00 O71 4.71 990.29 9.71 
itl? te rosy 15.00 19.81 4.81 995.10 4.90 
Sate eLOnS 15.00 19.90 4:90 OOO) || wader 

Total discount amortized........$28.01 


A similar schedule for a bond bought at a premium 
immediately follows: 


5% bond, par $1,000; bought on a 4% basis for $1,028.01; 
3 years to run; interest May and November. 


Nominal | Effective Periodic Value of Premium 
Date Income Income |Amortization Bond Adjusted Amounts 

May I, 1917 Bee Pee Ae oe col $1,028.01 $28.01 
Nov. I, 1917 25.00 20.56 4.44 1,023.57 Pe 
May I, 1918 25.00 20.47 4.53 1,019.04 19.04 
Nov. I, 1918 25.00 20.38 4.62 1,014.42 14.42 
May I, 1919 25.00 20.29 4.71 1,009.71 9.71 
Nov. I, 1919 25.00 20.19 4.81 1,004.90 4.90 
May I, 1920 25.00 20.10 4.90 1,000.00 a ae 


Total premium amortized........ $28.01 
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The problem of amortization is thus seen to be com- 
paratively simple when the cost of the bond, its nominal 
tate, and effective rate are known, and successive valuations 
of the bond are equally simple. The crux of the whole 
calculation is thus seen to be the determination of the origi- 
nal purchase price of the bond. At the time of the pur- 
chase of the bond the following facts are known: the par 
of the bond, the time it has to run,its rate of interest, 
and the rate of earning desired on the investment. There 
are three methods or formulas by which this price can be 
determined and they will be explained in turn. However, 
the development of the formulas will be more easily under- 
stood if some points in compound interest and annuity 
calculations applicable to the three methods of valuing the 
bond are first explained. . 


Formulas for Compound Interest 


In the determination of the present worth of a sum of 
money at compound interest due a certain number of years 
hence, the following symbols will be used: 


A= the sum which placed at interest at the given rate will accumu- 
late to the given amount in the given time. 

B= the given amount accumulated 

r = given rate of interest per period 

R=14+1r 

n = the given number of periods 


The present worth of B is manifestly A, the sum which, 
when placed at interest, amounts to B. At compound in- 


terest the amount to which A will accumulate in n periods 
is given by the formula: 


(1) B= A(r-+r) (r-+r)........ to n factors, which reduces to 
= AR", whence solving the equation for A 


| B B 
(2) A= Ra bey the present worth = Ra 
I 


From this, the present worth of $1 is seen to be Ra 
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Formulas for Annuities 
An annuity is a given sum of money placed at interest 

usually at the end of each successive year or period, and 
allowed to accumulate at compound interest for a number of 
periods. For bond valuations it is necessary to know the 
amount of an annuity and the present worth of this amount. 
The following terminology will be used in the solution of the 
problem: 

A=the sum put at interest periodically 

B=the amount to which A accumulates 

r=the rate of interest per period 

R=1-+r 

n= the number of periods 

P. W.=the present worth of the annuity 
The first sum, A, placed at interest at the end of the first 
period will accumulate for n—1 periods and, according to 
formula (1) above, will amount to AR®~'. The second 
sum, A, placed at interest at the end of the second period will 
amount to AR"~?; etc. The last sum, A, will not accumu- 
late and so is worth just A. 
The amount of the annuity is thus seen to be the sum 

of the amounts of the several periodic sums. Expressed 
as a formula: 


B= ARC vA eee +AR+A 
== HA (Re Re ee eee -+ R-+ 1), whence 
ne ni 
(3) Spay ete. pees 
Re ip 


The expression in parentheses is a geometric series 
whose sum may be written in the fractional form 


shown. 
The present worth of B, i.e., of a is found from 
formula (2) above to be: WE = I divided by R". Expressed 
as a formula: . 
A(R®—1) 


(4) i a\VVe— arpa 
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Formulas for Bond Valuation 

The method of valuing a bond makes use of the formulas 
(1) to (4) just established. The symbols used in the bond 
formulas will be: 


P=the par or face value of the bond 
r= the effective rate 
c= the nominal rate — the rate specified in the bond 
C=Pe, ie., the value or amount of a matured interest 
coupon, the nominal yield of the bond 
Pr=the interest yield on par at the effective rate 
V =present worth or value of the bond 


First Method. The present value of a bond may be looked 
upon as the sum of two present worths, viz.: the present 
worth of the face of the bond and the present worth of the 
annuity represented by the periodic interest payments, 1.e., 
the coupons. The present worth of the face is, according to 


formula (2), cS The present worth of the coupon annuity 
R2 Pp 


CRE 1) 


is, from formula (4), seen to be eure Hence the present 


value of the bond is the sum of these two present worths, 1.e.: 

Second Method. Here, the determination of the amount 
of premium or discount which is fair payment for a bond 
is the point of attack. That is, using par as a basis, how 
much above or below par is the bond worth? The fair 
premium is based upon the difference between the nominal 
yield of the bond and the interest return in the present 
money market. Stated otherwise, in the case of a bond sell- 
ing at a premium, the nominal interest return may be 
looked upon as composed of two parts, viz.: (1) a portion 
representing interest at the effective, i.e., current money 
market rate on the par value of the bond, and (2) a portion 
—the difference between the nominal yield and (1)—which 
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is of the nature of an annuity for the life of the bond. 
The present worth of this annuity is the fair premium on 
the bond. 

To illustrate: A 6% bond sold in a 5% market would 
have a nominal yield annually of $60. All that can be 
secured, however, on the par value is $50. Hence, on the 
basis of valuation at par there is a $10 excess of nominal 
over market yield which would be received every period. 
The present worth of this $10 annuity is the fair premium 
which the bond will command. With the use of the previous 
symbols, this annuity is expressed by the quantity (C —Pr) 
whose present worth, as determined by formula (4) is 
(C —Pr)(R" —1) 

Sic i 
face or par of the bond plus the present worth of this annuity, 
i.e.: 


Therefore, the value of the bond is the 


ee) ee) 
pie 


(6) Ni ads: 


Pr+C(R® —1) 

ice i 
which is identical with formula (5) and, of course, values 
the bond at the same amount. 

Third Method. Valuation by either of the methods above 
is rather complex, requiring for easy solution the use of 
logarithm or compound interest tables. A third method, 
requiring only the ordinary arithmetic processes is some- 
times used, although very burdensome when the periods are 
numerous. This is sometimes called the periodic method 
because working backwards from par, the value at the next 
preceding period is determined, and from that the next is 
found, and so on till the value at the desired period is reached. 
Reference to the second amortization schedule shown on 
page 270 will help in understanding the process. Using the 
same terminology as above and this additional: 


This formula when simplified reduces to 
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P,=the first preceding value above par 
($1,004.90 in the schedule) 
P.=the second preceding value above 

par ($1,009.71 in the schedule) 
Etc. 


formulas 7 to 9 below may be developed. 

It was noted that any particular value of the bond is 
found by subtracting from the next preceding value the 
difference between the nominal and effective incomes. 
The nominal income is always based on par, and the effective 
on the value at the last interest period. For example, in 
the schedule referred to: $1,004.90 — ($25 — $20.10) = 
$1,000, the $20.10 being the effective income, 2% on 
$1,004.90. Using symbols the above equation may be gen- 
eralized as follows: 


P+ Pe 


\ hbk ee i ) d 
7) pene bat). ivhence 1 rene 
Pathe ; 
ry sa 2 = I) h mm : ; 1 : 
(8) P,—(Pe—P.r)=P,, w Once Pp eas and generalized 
Pna-r+P 
Ne reste Paye Fas poencnt aoe 


This gives a working rule whereby it is possible to work 
back from the known value, par, by successive operations 
until any desired value is found. The calculation is some- 
what as follows for the example used in the schedule: 


1,000 + (1,000 X .025) 1,025 
= = 1,004.90 
1.02 1.02 
1,004.90 + (1,000 X .025) 1,020.90 
= = 1,009.71 
1.02 1.02 


Similar calculations will develop the other values in the 
schedule. In the case of a bond with, say, 30 periods still to 
run, the burdensome nature of the calculation by this method 


iS apparent. 
While commercial houses rarely need to use the algebraic 
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formulas for calculating bond values, it is the only really 
correct method of valuing bonds which are held for long- 
time investment, and the accountant should be conversant 
with it. For the balance sheets of savings banks, insurance 
companies, and other investment concerns, scientific valua- 
tion of bonds with the attendant amortization up and down 
of discounts and premiums is not only theoretically correct 
but practical considerations, in a market such as prevails 
in a time of marked but temporary depression, demand 
that it, or some approximation to it, be used. 

A discussion of the valuation of serial and short terminal 
bonds, or those carrying more than one rate of interest, or 
those redeemable by lot at various times, is beyond the 
scope of the present work. 


Valuation of Sinking Funds 

The section of the balance sheet under consideration 
usually includes the various funds representing the invest- 
ment of reserves. Sinking funds, building funds, insurance, 
pension, endowment funds, and the like, are examples of this 
class of asset. The use of the term fund should be strictly 
limited to specific assets set aside for specific purposes. The 
problem of valuation in connection with funds will be con- 
sidered under two sets of conditions, viz., when the funds 
are invested in a concern’s own securities and when invested 
in outside securities. The practical questions in connection 
with funds are those of finance rather than of accounting. 

The determination of a policy of investment as between 
the concern’s own and outside securities depends on many 
considerations, some of which do not come strictly in the 
purview of the accountant. It is argued that for the sake 
of immediate availability, investment of funds to be used for 
a specific purpose at a definite time should be in the securities 
of other concerns over whom control does not extend. In 
some cases, however, provision is made in the trust deed 
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of a sinking fund to the effect that the funds set aside shall 
be used to purchase the bonds to retire which the funds have 
been created. These bonds may be canceled or held for the 
sake of their income in the fund till maturity. There 
would seem to be no choice between a concern’s own and 
outside securities, provided the same standards of moral 
obligation are observed in both cases. If the securities 
purchased for the funds are the concern’s own bonds, they 
should as a rule be valued at cost and the premium or dis- 
count amortized over the remaining life of the security. 
They may, of course, be carried on the books at par and the 
premium charged immediately against any income in the 
fund. The showing on the balance sheet should be in exact 
accord with the facts. If the bonds have been purchased 
and canceled together with their coupons, the amount of 
such cancellations should be shown as a deduction from the 
bond liability. The fund is thus serving its purpose cur- 
rently by reducing that liability. Any uninvested balance 
in the fund should, of course, be shown among the assets. 
When the bonds are purchased and held uncanceled for the 
sake of their income, it is probably better to carry them 
among the assets, indicating, if the information should be 
considered vital, that the securities in the fund are the 
concern’s own securities. 

If the funds are invested in outside securities, these 
should be valued on the basis of long-time investments. If 
bonds, their premiums or discounts should be amortized. 
If, however, the credit of the issuing concern is such as 
to cast doubt on its ability to redeem them at maturity, 
other bases for valuation should be taken. It might even 
be necessary to set up special reserves to replenish the 
expected shrinkage upon realization of the securities held 
inthe fund. A final injunction may not be out of place, to 
the effect that all funds should be definitely labeled so as 
to show their purpose. 
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Valuation of Investments in Land 

Investments of a more or less permanent nature some- 
times take the form of investments in land. This may be 
for the purpose of securing an income; it may be of a specula- 
tive nature, as when land is held for appreciation in value; 
it may be to secure room for future expansion; or it may be 
for the purpose of preventing a competitor from securing 
favorable holdings as to trade location or facilities. For 
whatever purpose acquired, as here considered, the land is 
a permanent investment and should be separated in the 
records from land held for operating purposes. The manner 
of accounting for these investment holdings is somewhat 
dependent on the purpose for which they are held. In 
most cases, particularly if the land is income-producing, at 
least a land expense and income account will be needed in 
addition to the asset account or accounts with the land. 

As to the valuation of these holdings, full cost with no 
account taken of depreciation or appreciation in value is the 
correct basis. As stated in Chapter XVII, page 307, under 
certain conditions the carrying charges on non-income- 
producing lands may be added to the value of the holdings. 
If lands are held over a long period to secure appreciation 
in value, certainly all carrying costs should be loaded on 
to the asset account, offset, as shown in Chapter XVII, by 
a suitable reserve. Care must always be taken not to 
secure inflated values by these methods. If any of these 
holdings are disposed of, the profit or loss then actually 
realized must be taken into account; but no unrealized 
profit or loss should be brought onto the books—except, 
perhaps, as a balance sheet footnote. 
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MACHINERY AND TOOLS, FURNITURE AND 
FIXTURES, AND OTHER EQUIPMENT 


General Considerations 


The valuation of assets grouped under the head of equip- 
ment presents nothing new in principle but requires con- 
sideration of many points in the application of principles 
and of some features in accounting. Here the principle 
of value as a going concern is particularly effective. As in 
the valuation of prepaid expenses on a going concern basis, 
so here forced sale or liquidation value has no place. The 
business is viewed as established and as expecting to operate 
continuously. Capital has become tied up in certain equip- 
ment essential to the undertaking, in the sense that to dis- 
pose of it in its entirety would mean a break-up of the 
business. It cannot therefore be freed or put to other uses 
without a reconstruction of the present enterprise. Accord- 
ingly, the possible market value, as second-hand property, 
should not in any way influence the valuation at which this 
group of assets is carried on the books. Only full cost at 
the time of installation and depreciation, using the term in its 
broad sense, need be considered in the problem of valuation. 


Distinction between Personalty and Real Property 

The present chapter deals with such fixed asset equip- 
ment as machinery and tools, furniture and fixtures, delivery 
equipments, patterns, lasts, dies, maps, drawings, electro- 
types, ovens, furnaces, etc., as distinguished from the more 
fixed group of lands, buildings, leaseholds, and the like. 
In the main, the point of differentiation is the legal one of 
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personalty and real property, although the intricacies of 
the law on this vexed subject are never, so far as is known, 
reflected in the books of account, nor is it the purpose here 
to attempt to lay down any working rules or standards by 
which such differentiation can be made. There seem to be 
none except certain broad generalizations, each case resting 
onits own peculiar surroundings. Circumstances, however, 
may arise under which a clear-cut distinction is desirable. 
A bond issue supported by a mortgage on real property or 
on personal property may depend, although not usually, 
on such a distinction for a large share of its security. The 
margin of safety may hinge on this point. It may be desir- 
able to be able to trace on the face of a balance sheet the 
particular property covered by a mortgage. And should 
foreclosure of the mortgage become necessary, it is, of course, 
essential to know exactly the property subject to the lien. 
These are not points under contemplation in a going con- 
cern, although the possibility of their arising should not be 
lost to view. Here the problem of valuation and accounting 
for such valuation is viewed from the standpoint of a going 
concern and not one facing partial or total liquidation. 
Furthermore, as stated above, the point is, in its final 
analysis, one of law and not of accounting. 

It is not intended by the foregoing statement to sanction 
any method of keeping the records in non-accord with fun- 
damental rulings of the law, but only to state that, so long 
as substantial agreement is secured, accounting has served 
its intended purpose. Wherever any specific property is 
known to be subject to a lien, it is of value to the manage- 
ment for the accounts to reflect the fact. There may, how- 
ever, be circumstances under which it is not desirable that the 
accounting records give this information. Conditions must 
govern each particular case without prejudice, and the prin- 
ciple holds that so long as substantial accuracy is reflected 
in the accounts as to this point nothing more is necessary. 
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Machinery and Tools 


Under this head will be included not only the assets 
carried under that ledger caption, but also power machinery, 
power transmission, shafting, connections, electric trans- 
mission cables, and the like. The term is used in a very 
broad sense. While all these items are subject to one 
general rule of valuation, usually each must be separately 
considered to determine the practical application of the 
rule. The valuation involves, of course, the factor of de- 
preciation, and it is readily apparent that not only do 
different pieces of machinery differ in this respect, but the 
same machines in different factories will vary as to this 
element and even in the same factory two similar machines 
will not usually be affected in the same way. This may be 
caused by defects or differences in quality, almost invariably 
latent, inhering in the machine and also by the different 
conditions under which they are operated. As pointed out 
in Chapter VI on depreciation, many of these are engineer- 
ing problems which the accountant alone cannot solve but 
the existence of which he should know. Manifestly, all 
that can be attempted here is to point out their existence. 


Accounting Records 

The valuation of machinery and tools as here contem- 
plated is dependent largely on the accounting records. 
Therefore, it is desirable to keep separate records for each 
of the two classes. This is so because of the greater degree 
of fixity of the one over the other. As to tools a distinction 
is also made between machine tools and general shop or 
handtools. Machine tools are those with which the machine 
does its work. Thus, cutting tools for use with any parti- 
cular machine, auxiliary equipment used for some opera- 
tions, but not for others, and the like, constitute a very 
essential and component part of the machine and should 
be recorded and valued with the machine even though the 
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tools need to be replaced much more frequently than the 
machine. On the other hand, shop tools comprise those of 
general utility which are largely used by hand. Hammers, 
wrenches, hand shears, pliers, chisels, bits, and the like, 
are examples of shop or hand tools. 

Where the number of machines is large, proper account- 
ing requires a subsidiary record known as a machinery 
ledger or register controlled by the machinery account on 
the general ledger. In this subsidiary record accounts 
should be kept with each class of machines, and with each 
machine separately if the record as to the performance of 
any specific machine furnishes essential information. 


Operation of Machine Accounts 

Every machine should be charged with its full cost. 
Full cost is understood to include invoice price, insurance 
during transit, freight, duty, and drayage charges, and 
installation costs. The last item usually includes the plat- 
form or stand on which the machine is erected, with all 
costs in connection therewith, when special supports or 
platforms in addition to the regular factory floor are needed. 
The cost of attaching the machine to the power and meters 
for measuring its power consumption are not usually in- 
cluded therein, these being classed as costs of power equip- 
ment—although practice is not entirely uniform in this 
regard. The machine record should also show the name of 
its manufacturer and its order number and any other useful 
information such as terms and period of guarantee, estimated 
life, rate of depreciation to be applied, numbers and kinds 
of tool equipment, etc. All deductions from the value of 
the machine must be on the same basis of full cost. Such 
deductions might arise because of fire, sale, or replacement. 
The proper handling of the account when deductions are 
necessary will be explained at the close of the chapter, as 
the method is applicable to all classes of asset equipment. 
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Valuations of Machinery and Tools 


The statement of the principle of valuation for machinery 
is simple, but the application of the rule is complex. The 
valuation formula for machinery is cost less depreciation. 
As stated above, the condition of the market has no influ- 
ence on the going concern valuation of fixed assets. If the 
market is now lower than at the date of purchase, this 
simply means that more capital was then required to start 
operations than is now required. If the forces of competition 
are free to act, the margin of profit or the margin of return 
on the investment in machinery will be somewhat less in 
the one case than in the other. If the market is now higher, 
then the situation is in favor of the earlier investment rather 
than the present one. In neither case should costs of pro- 
duction be falsified by valuing the machinery and other 
equipment at any other figure than cost. 


Estimate of Depreciation 


Estimating the depreciation on machines is the chief and 
vital problem in their valuation, because depreciation is 
reflected in the cost of the article manufactured, being a 
cost of production just as truly as the raw material used. 
As brought out fully in Chapter V, page 93, the so-called 
depreciating assets are really of the nature of deferred 
charges to operation and a depreciation estimate is the 
amount of the periodic charge against production. Because 
of the speculative nature of an investment in machinery 
(neither the quality of the machine being exactly determin- 
able nor the conditions of its operation known), its depre- 
ciation is always an estimate. or this reason it should be 
based on the best possible knowledge available at the time 
of installation. 

Any estimate so made must be the subject of periodic 
revision. How frequently this revision should be made will 
depend both on the length of estimated life and the way 
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in which actual experience compares with the expected or 
estimated conditions. The experience on which the esti- 
mate is based should, of course, be with the same or similar 
machines, gained, if possible, amid the same surroundings 
and conditions under which the new machine will operate. 
In default of such experience or as a valuable check thereon, 
the results of others in the use of the machine and the expert 
advice of those who have studied the problem of deprecia- 
tion in its practical applications should all contribute to the 
making of this estimate. 


History of Machine 

This need of experience data creates the necessity of a 
means for gathering and preserving the data, and the 
machinery record above referred to serves the purpose. 
Therein should be set forth the complete life history of the 
machine—not only the original cost and the additional data 
given above, but also the time and cost of all replacements 
and all information relevant thereto and, as a memorandum, 
the cost of maintenance, repairs, up-keep, etc. The record 
is not complete without the data as to repairs. A periodic 
statement should also be made as to any abnormal condi- 
tions under which the machine has been operated, such as 
overtime, overload capacity, etc. Where possible, the out- 
put of the machine in units of product should be included in 
the record. Where a group or battery of similar machines 
is operated, the average experience of all of them is the 
best possible data on which to base future estimates of 
depreciation. 

The more life histories available, the more reliable will 
be the average obtained therefrom. After making due 
allowance for changed conditions of operation, this average 
should prove a reliable forecast of future experience. After 
all, an estimate of depreciation is in many respects very 
like an insurance charge, and the time may come when 
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the life histories of a sufficiently large number of machines 
will provide a very reliable basis for estimate at any given 
time of the expected life of a machine when operating con- 
ditions are known. 


Standards of Operation 

One phase of the modern efficiency movement relates 
to the study of machine operation. This has helped in the 
study of depreciation, in that standardized methods of use 
have been established. These comprise a standard speed 
of operation, proper periods of rest, correct methods of 
throwing in the power, the proper adjustment of parts for 
each machine; and for each kind of machine tool, the 
proper degree of hardness to which the cutting edge must be 
tempered, the speed of cutting, and the number of opera- 
tions before resharpening—all these standards have been 
established, resulting in an average performance of maxi- 
mum efficiency which may be called the normal operating 
conditions of the machine. Where such studies have been 
made and where the set standards are uniformly observed, 
a very reliable basis is furnished for forecasting the future. 
To insure the observance of these standards a permanent 
card should be attached to every machine, giving all the 
information essential to standardized operation. A copy 
of this standard should be made a part of the record in the 
machine ledger. 


Abnormal Operation 

To make the periodic revision of the estimate of deprecia- 
tion accord with the fact or rather with the best possible 
estimate of the fact, any abnormal operation of the machine 
should be considered. Thus, if the machine has been worked 
overtime, say on a three-shift day instead of one-shift, or if 
it has been crowded beyond its capacity, if repairs have 
not been made when they were needed, if the wage policy 
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has been changed from a per diem or per hour basis to a 
piece-work basis—all these points must be considered. 

Machines which are seldom used require careful con- 
sideration. It is oftentimes necessary to include in the 
equipment special machines for infrequent operations and 
processes. The normal operation of such must be estimated 
for each particular factory and depreciation based on such 
use. 

All of the foregoing points must be taken into account 
in connection with the operation of both machines and 
power equipment. In the case of the power machinery, a 
consideration of kind and quantity of fuel, manner of feed- 
ing and cleaning, quality of the boiler water, etc., with the 
set standards, forms the basis for a revision of depreciation 
rates and estimates. 


Map of Machine Location 

In connection with the machinery record, a complete 
map showing location and number of every machine is 
especially desirable. In case of fire it makes identification 
easy. 


Methods of Application of Depreciation 

In the application of depreciation, three methods are 
used more generally than any others. The straight line 
method, as discussed in Chapter IX, is the one most widely 
employed. It is to be preferred to all others, giving satis- 
factory results and being easy of application. The fixed 
rate of diminishing value method also has many adherents, 
and depreciation based on the number of units of product 
turned out is a third method often used where applicable— 
though applicable in a very limited degree. 

Under the straight line method, it may be ventured as 
an opinion that 10° is a fair average minimum rate and 
15% to 20% an average maximum. The knowledge as to 
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what constitutes an average rate serves little useful pur- 
pose, however, although it does give a rough estimate when 
spread over a large variety of machines. It has been said 
that from a mechanical point of view no machine can depre- 
ciate actually more than 30% and be operated efficiently. 
This does not, of course, mean that the depreciation reserve 
should never show more than a 30% offset to the value of 
the machine, as this would indicate too high a rate were 
the machine still in operation. It does mean that, accord- 
ing to a theoretical standard of operating efficiency, any 
machine which cannot fulfill at least a 70% efficiency test 
should no longer be used. It should be remembered that 
. the depreciation reserve is a device for financing deprecia- 
tion and nothing else. 


Basis of Valuation 

The basis, therefore, for the valuation of machinery is 
its full cost less estimated depreciation. Such an appraisal 
is subject to periodic revision by comparing the estimated 
with actual depreciation as more of the facts brought out 
by the period of life already expired become available. 
Perhaps the method of inventory, as will be explained in 
connection with hand tools, is best applicable to machine 
tools and even to certain small bench machines on the 
boundary line between tools and machines. However, 
special tools made for a particular purpose and perhaps not 
adapted to any other use should be charged against the job 
and not carried as an asset. 


Scrap Material 

A financial consideration in connection with machinery 
is the disposal of scrap material. This should be disposed of 
as advantageously as possible. It should be held until 
the market for old metals is high, if at the time of its discard 
prices are abnormally low. 
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Accounting for Tools 

With regard to the method of accounting for hand and 
shop tools and the basis for valuing them, the additional 
factor of possibility of loss claims consideration. Unlike 
machines, which are for the most part securely attached 
to the premises, tools are loose, they may be carried off or 
lost, and so not only loss in value due to depreciation but 
loss from theft or carelessness must be taken account of. 
Unless an adequate control is established over the physical 
handling of loose tools, a very considerable /eak may result 
at this point. 

In accounting for tools, different practices are encoun- 
tered. Thus, the Public Service Commission for the First . 
District of the State of New York, in its Uniform System 
of Accounts for Gas Corporations, authorized that, “hand 
and other small portable tools liable to be lost or stolen shall, 
when first acquired and before issued for use, be carried in 
a suitable Materials and Supplies account; when issued, 
they shall be charged to the appropriate expense account. 
Portable tools and apparatus of special value may, however, 
be charged to the appropriate tangible capital account, 
and remain therein so long as record is kept of the persons 
to whom such tools and apparatus are issued and such 
persons are made responsible therefor.”’ 

Sometimes the practice is found of charging all pur- 
chases of tools to an asset account for a short period of, 
say, two or three years, and thereafter to a suitable expense 
account, with a periodic revision based on an inventory 
about once in five or six years. Again, the Loose Tools ac- 
count may be handled just as any other asset account, i.e., 
charged with all purchases, credited with losses, and deprecia- 
tion provided for. The manner of handling the record is not 
vital, any method sufficing that fits particular needs. All 
methods must, however, take cognizance of the fundamenta}, 
distinction between capital and revenue charges and pro- 
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vide some means by which the Loose Tools account, as an 
asset account, shall represent substantially correct asset 
values. A successful method of securing control over the 
physical handling of tools, where the plant is large enough 
to justify it, is to place all tools when purchased in the care 
of a stores-keeper and issue them only on authorized requisi- 
tion, thus securing an accurate record of them. 


Depreciation on Hand Tools 

As to the valuation of hand tools, depreciation is often 
left out of account on the theory that, so long as a tool can 
be used to perform the service expected of it, it is worth 
approximately what it cost. Where as an adjunct to this 
method of valuation, a physical inventory of tools is taken 
periodically and all losses so shown are charged to expense, 
substantially correct asset values are secured. Of course, 
theoretically, tools are as much subject to depreciation as 
other similar assets, but the method of the inventory valued 
at cost, and therefore disregarding depreciation, is perhaps 
the best practical way of handling the valuation of tools, 
and it gives sufficiently satisfactory results for most purposes. 


Valuation of Home-Made Machinery and Tools 

Machinery and tools made in own factory offer a prob- 
lem in valuation. It may be stated thus: Shall such be 
valued at the market price at the time when made, or shall 
valuation be the cost to manufacture? It is argued that 
had the machinery been purchased on the market, as is 
usually the case, the cost would have been market price; 
the machinery is worth that price and should be so valued. 
If the cost to make is less than the market, to bring the 
machine on the books at market would necessitate the 
taking of a profit of the difference between cost and market. 
No profit has been made, only a saving in capital investment. 
This confusion between profit and savings is referred to in 
Chapter XIII. 
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In the long run, i.e., in the period covered by the life 
of the machine, it makes no difference in profits for that 
period whether the machine is carried at cost to make or at 
market, because its value is written off to depreciation during 
its life and the higher value means an increased deprecia- 
tion charge. This will exactly offset during the period of 
the life of the machine the profit taken by bringing it onto 
the books in the beginning at market instead of cost. As 
a matter of principle, however, the point involved is of suf- 
ficient importance not to justify the practice. By cost vo 
make is neant full cost, which includes materials used, 
labor applied, and a fair share of the overhead expenses. 
Whatever the cost to make, whether lower or higher than 
the identical equipment could be purchased for on the 
market, that represents the capital outlay and is the true 
basis for valuation, taking cognizance of depreciation for 
the elapsed period. 


Expenditure for Rearrangement of Machinery © 

In connection with expenditures made in the rearrange- 
ment of machinery within the plant for various purposes, 
the question of the effect of it on the value at which the 
machinery is being carried requires some consideration. 
In Chapter V where an attempt was made to mark out 
broad boundary lines for capital and revenue expenditures, 
it was stated that any expenditure which produces greater 
earning capacity or without which a lessened earning ca- 
pacity would result (assuming that all-normal expenditures 
for maintenance and repairs are being made concurrently), 
may be treated as a capital expenditure or at least as a 
deferred charge to be spread over several periods. 

In the case of depreciating assets, the practical identity 
of the two methods is apparent. Thus, if the expenditures 
for rearrangement of the machinery have either of the 
effects mentioned above, there is no serious objection on 
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theoretical grounds to capitalizing them. Instead, how- 
ever, of injecting such intangible values into the machinery 
account, it is far better, because more exact and accurate, 
to show them separately. Practical considerations demand 
that such expenditures shall not usually influence the 
valuation of machinery and a conservatism born of the 
fear of inflation requires that when treated as deferred 
charges, they should be written off as quickly as may be 
done without undue burden on the periods’ profits. 


Definition of Furniture and Fixtures 

Furniture and fixtures, as an asset title, is not clearly 
Gegneas lop diay include, the, tsiual. tables, desks, filing 
cabinets, bookcases, typewriters and other mechanical 
equipment, safes, chairs, counters, and in addition, light, 
heat, and plumbing fixtures, show windows, partitioning, 
shelving, and the like. The account should be charged 
originally with all such items at full cost. Great care 
must be exercised in handling repairs and betterments to 
avoid an inflation of values. The distinction between 
capital and revenue expenditures as regards all such assets 
already acquired is usually so slight and uncertain as to 
justify the establishment of a policy of charging all these 
to expense. Otherwise, the ease of inflation is apparent. 
All new purchases should be charged at full cost to the asset. 


Valuation of Furniture and Fixtures 

The basis for the valuation of furniture and fixtures is 
at cost less depreciation. In applying depreciation, account 
should always be taken of the usually very small residual 
values in this class of asset. Scrap value in some cases 
is only as kindling wood and therefore almost or entirely 
negligible. In some cases of easily movable equipment, 
the method of the inventory as used for loose tools will 
give better results in valuation than an appraisal method 
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based on cost less depreciation. One often finds the con- 
servative practice of bringing onto the books a rapid depre- 
ciation to scrap value during the first few years, at which 
nominal value the asset is carried thereafter. This is a 
common practice in financial institutions. While not theo- 
retically justifiable, in comparison with the opposite ten- 
dency based on too great optimism as to the life of the asset, 
the practice is to be commended. 

The eveeee ioe for depreciation of this class of asset 
is from 10% to 20%, estimated by the straight line method. 
Where eae are leased and any equipment of this kind 
is, according to the terms of the lease, to remain with the 
building, it is necessary that a depreciation rate be taken 
high enough to accomplish complete writing off by the end 
of the lease. This rule also applies if the equipment may 
be removed but would be in a badly damaged condition, 
resulting in little remaining value. 


Delivery Equipment—Definition and Valuation 

Delivery equipment includes all property, direct or 
auxiliary, used in connection with the delivery of goods 
both inward and outward. Horses, wagons, and harnesses, 
motor trucks and cars, repair parts, and repair equipment, 
containers, holders, and the like, are common examples of 
this class of asset. In the main, these assets are handled 
very much as all the others of the general equipment group. 
Valuation is on the basis of cost less depreciation for the 
most part, but in many instances the method of the inventory 
should be applied. 

If horses comprise a part of the equipment, not only 
must depreciation due to wear and tear be reckoned, but 
accidental causes such as death and disablement must be 
given consideration. Experience in each business based 
on the particular kind of work to be performed and the 
conditions under which it is being performed furnishes the 
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only adequate basis for estimating the depreciation rate. 
Thus, heavy or light draughting, speed-to be maintained, 
kind of road on which the haul is made—cobble stones, 
brick, asphalt, wood blocks, or dirt—and the standard of 
appearance to be maintained—all these affect not only the 
cost of up-keep but also the rate of deterioration. Some- 
times it may be safe, as with loose tools, to charge all pur- 
chases to capital for the first few years until the equipment is 
complete, and thereafter all renewals to revenue, depreciat- 
ing the asset account, say, 20%, and maintaining it at that 
figure. Any marked increase or decrease in numbers would 
require respectively an added capital charge or a reduction 
of the original charge. Whether this method or the method 
of the inventory be used for valuation purposes, there should 
be a periodic appraisal by an expert horse dealer and ad- 
justment of values based on this appraisal. 

Wagons, trucks, and motor vehicles should be numbered 
aud all accounted for periodically by physical inventory. 
It may be desirable in some cases to maintain a register 
for these, wherein the performance of each can be recorded 
and so compared. This is particularly desirable when a 
change of delivery policy is under contemplation and com- 
parative records are needed of the performance of various 
types of vehicles. This class of delivery equipment is best 
valued on the basis of cost less adequate depreciation, with 
the periodic inventory as a check on numbers and condition. 


Carriers and Containers—Valuation 

The most difficult of all the items of delivery equipment 
to handle and value is that class represented by carriers 
and containers. These may be barrels, kegs, casks, bottles, 
baskets, and boxes, and are met in the brewery, dairy, 
bakery, laundry, and oil businesses. In some lines it is 
feasible and is the practice to charge the customer with 
the fair cost of the carrier, giving a return privilege with 
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refund, dependent upon the condition of the returned 
carrier. This is good where applicable, although it neces- 
sitates having an adequate redemption fund which may be 
operated somewhat as a bank’s reserve is, i.e., only large 
enough for normal needs but capable of ready enlargement 
when the need arises. In other lines of business such a 
method of handling the container cannot be used. Here, 
as in the bottled milk trade, only experience will give a 
proper basis for estimating the depreciation through loss, 
theft, and breakage. The rate is almost invariably high, 
and liberal depreciation should be provided for. Taken 
all in all, throughout the various kinds of delivery equip- 
ment rates ranging from 16 2/3% to 25% constitute fair 
average rates. 


Patterns, Molds, etc.—Valuation 

The last kind of equipment items requiring considera- 
tion is comprised of such items as patterns, lasts, molds, 
dies, drawings, electrotypes, wood cuts, forms, models, and 
the like. Wherever possible, these should be charged to 
the particular job for which they were made and not carried 
as assets. Unless there is a probability that the pattern, 
mold, etc., will serve for other uses than those for which 
it was made, the costs of making should be borne by the job 
on which it was used. This is very often not the case, 
however, and these items can be used for successive produc- 
tion. This is particularly true of a standardized product 
which is not apt to be much affected by change in style or 
the whims of a purchasing public. At the best, however, 
they constitute a treacherous and highly speculative asset 
and require careful handling to avoid inflation of value. 
Thus, it is easy in the publishing business to allow electro- 
types, wood cuts, etc., to assume unwieldy proportions to 
the other assets. In manufactories of wearing apparel, 
the fickleness of fashions requires that patterns, lasts, and 
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models be written down ruthlessly to the lowest possible 
figure. Here obsolescence is a big factor. 

Under the limitations set, valuation should be based on 
cost with a very liberal periodic depreciation. The rate 
will average anywhere from 20% to 50%, though a lower 
rate may sometimes be proper. 


Disposal of Assets 


In connection with the handling of the asset and its 
valuation account, the disposal of all or some portion of the 
asset requires consideration. It is a fundamental principle 
that whatever is taken out of the asset account must be 
taken at the same cost as it was introduced into the record. 
Thus, an asset recorded at cost of $5,000 and sold for $4,500 
would be shown as taken out of its account at $5,000, the 
apparent loss of $500 being recorded in a suitable expense 
account. If theasset has suffered depreciation between the 
date of purchase and sale, and the depreciation reserve shows 
this, that must be taken into account. Practically, it is best 
handled by transferring to the asset account from the 
depreciation reserve the part of the reserve applicable to the 
portion of the asset disposed of. Upon disposal there is 
an additional credit to the asset account of the difference 
between cost and the depreciation to date, i.e., the amount 
of this credit is the present appraised value of the asset sold, 
taking into account not only the recorded depreciation but 
the accrued aswell. This brings out the true as distinguished 
from the apparent profit and leaves in the reserve only that 
portion which is applicable to the asset remaining. 

An illustration will show the process of handling. As- 
sume that the $5,000 asset is a portion of a $50,000 machin- 
ery account, for which the recorded depreciation reserve is 
$10,000 and the depreciation on the portion sold accrued 
to the date of sale is $200. The entries, necessary to effect 
the sale, are: 
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(@)peDepreciationl. se .4 Ate otro Soe ee $200.00 
Depreciation Reserve Machinery....... 
Accrued depreciation to date on the 
asset sold. 
(2) Depreciation Reserve Machinery............. 1,200.00 
IMAGhINery\ ice cere OR ee ee eee 
To write down to appraised value the 
asset sold. 
(BF Cast 2.7. Sess cece cAI Cr ee ers 4,500.00 
Machinery. eatnenc cnt eerie 
Profitionk sale On Wiachineryenerinn rere: 
To record sale of machine and the 
profit on it. 


$200.00 


I,200.00 


3,800.00 
700.0C 


CHAPTER Xv 11 


BUILDINGS, LAND, AND WASTING ASSETS 


Definition of Real Property 

The movable fixed assets—paradoxical as the limiting 
adjectives may seem—having now been considered, the 
present chapter will treat of the immovable tangible fixed 
assets. By immovable is meant real property as distin- 
guished from personalty, and by tangible the intention is 
to exclude from the present consideration such intangible 
items as good-will, patents, copyrights, trade-marks, fran- 
chises, and the like. 

In accounting for this group of assets there is no place 
for the caption ‘‘real estate.’’ In its stead the two titles, 
“land” and ‘‘buildings,” are used. This is to avoid con- 
fusion and to afford a better basis for calculating deprecia- 
tion. The term real estate or real property has a very 
definite legal connotation, but in the popular mind is held 
to include land and buildings. From the accountant’s 
point of view there is no objection to the use of the term in 
the balance sheet, but in the accounts themselves the two 
assets should be carefully separated. For the private com- 
mercial enterprise, land as a fixed asset is subject neither 
to depreciation nor to appreciation; whereas buildings are 
constantly depreciating in value. While depreciation can 
be calculated with fair accuracy on the combined basis, 
the single basis of building values is the only scientific 
basis. The separation of the two values is also essential 
for insurance purposes and the proper adjustment of fire 
losses. They will therefore be separately treated in this 
discussion, 
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Cost of Buildings 

Buildings as fixed assets should be valued by the formule 
for the fixed asset group, viz., full cost less depreciation. 
Some points in connection with proper methods of account- 
ing and special cases of valuation require comment. 

First, as to making the proper record of cost of the 
buildings. Three cases must here be considered: 

1. Ifthe building is purchased outright for cash, what- 
ever costs are incurred in securing full title and expert 
opinion as to the sufficiency of the title are proper charges 
against the building. If the building is erected on contract, 
the full cost of the contract and any necessary supplementary 
charges comprise the carrying value of the structure. 

2. If the building is bought by the issue of stocks or 
bonds, the present value of those securities and all costs 
in connection with their issue should constitute the cost of 
the building. Determination of the present value of the 
securities is oftentimes a difficult matter. When sales on the 
market take place concurrently, that determines the price. 
When, as is usually the case, several existing companies are 
bought up or merged to form a larger company, the old 
stockholders are given shares in the new company for their 
equities in the old. The book value of their old holdings 
may be the basis for the issue of the new stock or the issue 
may be on the basis of a larger or smaller value than this. 
This whole question of the value of the assets taken over 
is equally a question of the value of the securities issued 
therefor. This is considered in full in Chapters XX and 
XXI and will be given only brief treatment here. 

Manifestly all considerations relating to buildings pur- 
chased by stocks and bonds have equal application to all 
other fixed assets so purchased, and the treatment in later 
chapters will therefore be more inclusive than could be any 
statement of the case applicable only to buildings. It 
suffices to say here that usually the par value of the securi- 
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ties issued constitutes the value placed on the assets bought. 
The valuation as a rule is made by an appraisal committee 
from the board of directors which inspects the various 
properties taken over and places a value on them. In the 
absence of fraudulent intent, the courts will usually sanction 
and uphold these values as having been made by interested 
parties competent to act. This is the method generally 
used for injecting water into properties. 

3. When buildings are put up by the concern itself, 
full cost may include not only cost of material and labor 
and a fair proportion of the overhead where supervision 
of construction is local, but all other expenses directly 
incurred in connection with construction. These will 
include architects’ fees for plans and supervision, cost of 
permits and licenses, interest on borrowed moneys and in- 
surance during construction, accidents and injuries to work- 
men during the construction period, easements, damages, 
strike costs, and the like. If the structure is being erected 
on a site occupied by an old building, the cost of wrecking 
less any salvage value is a proper charge against the new 
structure. If bonuses have to be paid tenants in the old 
building to secure release of their quarters, these, too, are 
similar charges to the new structure. Charges such as 
interest and insurance during construction are capital 
charges only up to the point of fitting the building for occu- 
pancy and so making it an operating and income-producing 
unit. Thereafter these must be treated as revenue charges. 

Some interesting and at times complicated situations 
arise when, asin the case of an office building, the structure 
is occupied in sections as completed. Theoretically, only 
the portions of the charges of this kind applicable to the 
completed sections now become revenue charges, the rest 
still being capitalized so long as sections remain uncom- 
pleted. Practically all that is desired is substantial ac- 
curacy. The items may be comparatively insignificant 
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but when in doubt the bias should always be on the side 
of conservatism. 


Valuation of Buildings 

In the valuation of buildings a much more difficult 
problem is encountered after the structure is completed and 
repairs and alterations are made. It is the old problem 
of the proper differentiation between capital and revenue 
charges, and is particularly difficult of solution in some 
instances. Nothing more can be said here than was stated 
in Chapter V where the fundamental rules to be observed 
in distinguishing between repairs, renewals, and better- 
ments were laid down. Changes in interior arrangement 
to accommodate new fixtures and equipment, or a different 
distribution and arrangement of existing equipment with 
a view to better operating conditions require particularly 
careful handling. Such expenses were mentioned in con- 
nection with the treatment of machinery on page 290, and 
the reader is referred to it. Whatever decision is reached © 
on any doubtful item of this or a similar kind, the support- 
ing vouchers, bills, and papers constituting the full evidence 
should be carefully preserved and made available for review 
in case of any future questioning of the charges. 


Betterments on Leased Buildings 

In the case of betterments made on leased buildings, 
provision must be made to write off their entire cost by the 
time of the expiration of the lease, as they almost invariably 
revert with the building to the owner. Sometimes the 
betterment, if material and so agreed as between lessee and 
owner, may be taken over at a depreciated value upon ex- 
piration of the lease. Here depreciation of the betterment 
must be provided for. Whether all or only part of the 
cost of the betterment is to be charged off periodically, 
record of this is best accomplished as an addition to the 
periodic rent charge. 
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Application of Depreciation 


As stated above, the basis for valuation of buildings is 
at full cost less depreciation. It is the method of appraisal, 
although the inventory may provide a good check in the 
case of concerns owning many structures. A subsidiary 
record of buildings showing separate costs and location, 
or at least a map showing location, may then prove very 
essential, particularly in the case of fire losses. In the 
application of depreciation to buildings many things must 
be carefully considered. Not only must the depreciation 
of use, i.e., wear and tear and lapse of time, be considered 
but also obsolescence and inadequacy as factors in short- 
ening the service life of the structure. 

Buildings used for some purposes deteriorate more 
rapidly than when put to other uses. Vibrations, whether 
caused by own use or due to exterior causes, increase the 
rapidity of deterioration. Susceptibility to fire, explosion, 
and the like, due to the nature of their use, should be taken 
into account. It is stated that powder plants operating 
under normal conditions provide for an entire replacement 
of plant every five years. Power houses depreciate more 
rapidly than store houses. A building put to various uses 
will be subject in its different parts to varying rates of 
depreciation. Although a composite rate applicable to the 
whole structure will give a satisfactory valuation, if accurate 
departmental costs are required it would be desirable to 
apply the different rates to the building values distributed 
over the various departments. In practice this is seldom 
done. 

According to different authorities, rates of depreciation 
ranging from 1% to 5% constitute a fair average. The 
nature of the structure, whether occupied by owner or 
tenant, its location, kind of composition, etc., are additional 
factors for consideration. While some authoritative rates 
are available, no standard rates, unless compulsory, should 
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be used without a careful study of local conditions. Struc- 
tures which are temporary should, of course, be charged 
for their net cost, i.e., full cost less salvage value, against 
the product or the job which makes use of them. Other 
cheap structures such as mine buildings, shaft houses, 
temporary housings for lumber mills, and the like, should 
be written down very rapidly. Having -practically no 
realizable salvage value and their life being brief, they should 
be charged off the books at least during the period of their 
use. ! 

Buildings owned as a freehold for life, or, stated otherwise, 
a life interest in buildings, are not subject to depreciation, 
the remainderman taking the building in its condition as 
released by the party owning the life interest. 


Accounting for Land 

In accounting for land as a fixed asset used in the con- 
duct of a business, one or more accounts may be carried 
as seems best. If the land is in several different plots, 
perhaps widely separated and each plot held with other 
groups of assets and under varying conditions as to taxes 
and other obligations, some plots being subject to mort- 
gages and others not so subject, separate accounts with 
each plot would be desirable. Otherwise, usually the one 
account will suffice. 

The record should be as complete and full as possible. 
Notation after the title or elsewhere, giving the description 
and location of the holdings, is an advantage as a means of 
exact reference. The various items in the account should 
be supported by full explanatory matter together with 
documents available for the analysis of the various items 
and proof as to their legitimacy. It should thus be possible, 
at any time, to determine the items comprising full cost. 
The purchase contract price, the attorney’s fees, and broker’s 
commissions or a fair portion of the purchasing agent’s 
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salary, the costs of search and guarantee of title (if these 
are borne by the purchaser), notarial and recording fees, 
the assumption of taxes owing at date of purchase, local 
improvement taxes and assessments, such as sewer, water, 
curbing, paving, and the like—all these should be indicated 
with clearness and definiteness. 

Where accounts with a “‘large number’”’ of plots are kept, 
it may be advantageous to carry these accounts on a sub- 
sidiary record specially ruled to give the detailed information 
desired and control them all by one general ledger account. 
Local conditions and the information desired will determine 
the manner of keeping the records. In all cases, the account 
should carry a notation as to where the supporting legal 
papers and documents covering each parcel or plot may be 
found. This prevents much needless loss of time and 
worry when quick reference to those papers is desired. 


Valuation of Land 

The basis for valuing land with unclouded title, as a fixed 
asset for business purposes has already been clearly indi- 
cated. Full cost} usually with neither depreciation nor 
appreciation, constitutes the valuation formula. By full 
cost is meant complete cost in condition ready for use or, 
at least, up to full-title date. In addition to the items 
enumerated in the preceding section, there may sometimes 
properly be included such expenses as leveling, grading, 
filling, and draining. Even the costs of dikes, dams, and 
embankments, and in the case of railway construction the 
cost of the care and up-keep of growing trees planted to 
prevent land or snowslides, tunneling, and the like, may 
be carried as a part of land costs, although some of these 
may more accurately be recorded as improvements. In 
the case of mining land, the cost of stripping the surface 
to reach the ore body, and the cost of shaft-sinking and of 
tunneling are proper capital charges and may be recorded 


304 ACCOUNTING—THEORY AND PRACTICE 


under the land account, although preferably under a de- 
velopment account. 

Whatever costs are necessarily incurred to make the 
land serve its intended use are proper capital charges and 
should be recorded in the land account unless better pur- 
poses are served by record in some supplementary account. 


Depreciation or Appreciation of Land 

The relation of depreciation and appreciation to land 
valuation is not difficult in theory but is often very perplex- 
ing and gives rise to complicated situations in practice. In 
theory, so long as the land is used for its intended purpose, 
fluctuations in the market either up or down should not 
affect the valuation at which it is carried on the books. 
Just as with the equipment group of assets discussed in 
Chapter XVI, any increase or decrease in the value of the 
land cannot be realized so long as the land is employed in 
operation. Its cost represents the capital tied up in it and 
the amount on which profits must be earned. This is there- 
fore the value at which it should be carried on the books. 
Sometimes other considerations than those of accounting 
influence business policy in connection with the market 
value of land; but so long as it is used for the business 
purposes for which it was purchased, full cost price should 
be its valuation. This may sometimes place a prospective 
borrower at a disadvantage when using his balance sheet 
as the basis for credit. A footnote or other notation giving 
market value will usually suffice, although such value is 
often difficult of determination without a disinterested 
appraisal. 


Appreciation of Land Values 

When land is held over long periods in a growing com- 
munity, appreciation in value almost always results; occa- 
sionally depreciation ensues. The amount of appreciation 
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is oftentimes not as much as it seems because land with 
buildings on it may not be convertible to some other use 
at the market price of similarly located vacant land; the 
cost of scrapping the buildings often being as much or more 
than the appreciation in land value. Also, appreciation 
may sometimes be of a’ temporary character, in the na- 
ture rather of a market fluctuation. If so, the distinction 
must be carefully observed. Perhaps in the majority of 
cases requiring consideration, appreciation not only is very 
real but also very considerable. 

It may sometimes be desired to base an issue of bonds 
on real estate—land and buildings—which is being carried 
at an old cost figure as of many years ago but which has a 
greatly appreciated and available market value at the present 
time. Prudent financial considerations- would require an 
independent appraisal to determine the amount of the bond 
issue. Upon the assumption that the issue is for a larger 
amount than the original cost of the security, a peculiar 
situation arises. In showing the transaction on the books 
and balance sheet, not only would no margin of security 
appear, but even an insufficiency of security so long as the 
original value of the security is carried. Here it would 
undoubtedly be wise to bring the appraised value of the 
security on the books, offsetting the appreciation in value 
by a suitably named surplus or reserve account, such as 
‘Reserve for Land Value Increment” or ‘‘Appreciated 
Land *Value Surplus.”’ Another method and perhaps a 
better one where possible of application is to reorganize the 
concern by a sale of the old to a new company and so capi- 
talize the increment in value of the old company’s assets. 

Another financial consideration in connection with 
appreciated real estate values concerns the advisability of 
the sale of the old and the erection of a new plant on less 
valuable land. Usually, the appreciation of land values 
is not reflected in increased profits; it may even result in 
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lessened profits due to higher rates of taxation and other 
expenses. If there are equally favorable locations for the 
particular kind of business, it may be the part of business 
sagacity to use the old location for rental purposes so that 
the benefit of the appreciation may be secured, or to sell 
and move to a less expensive site. In the one case the status 
of the land has been changed from that of an operating 
fixed asset to an investment, perhaps best considered per- 
manent. In the other case, the increased value is through 
sale realized in a lump sum and, as a surplus item, is avail- 
able for any purpose to which surplus may legitimately be 
applied. Of course, the amount of such surplus is the 
difference between the sum realized by sale and the cost of 
an equally efficient plant on the new site. It will usually 
happen that a better plant is erected, thus consuming some 
of the surplus arising from the sale. 


Depreciation in Land Values 

In a great many instances land depreciates. Decrease 
in value due to use will be considered under the discussion 
of wasting assets, page 311. When land suffers depreciation 
it is usually because of obsolescence or inadequacy. Due 
to certain natural facilities giving out, or to the removal, 
dismantling, or decay of artificial facilities, a site may 
depreciate so much as to become untenable. Business and 
residence property in a mining town may be of mushroom 
growth and have practically no value when the market, 
which is dependent on mining operations, declines. Ven- 
tures of this sort are recognized as highly speculative from 
the beginning and should be handled as such in the accounts. 
Wherever depreciation due to these causes can be foreseen, 
suitable provision should be made; otherwise the burden will 
fall entirely on the period when the plant has to be abandoned 
and this stageis usually preceded by periods of lessened profits. 
Depreciation of land is therefore always a local question. 
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Valuation of Land Investments 

Business considerations oftentimes make advisable the 
purchase of adjoining or otherwise located tracts of land, 
with an eye to the future when enlarged facilities will be 
required. These should be carefully differentiated and 
segregated in the accounts from the land in use for business 
purposes. Some points in their valuation, in addition to 
those treated under the discussion of investments in land 
on page 278, need to be considered. Such tracts of land 
may usually without prejudice be valued at cost. 

If later developments should turn out as originally 
expected, there can be no objection to loading the carrying 
costs of these lands, including taxes and interest on any 
borrowed purchase money, on their value year by year. 
The only reason for their purchase at the present time is 
because it is expected that the transaction can be more ad- 
vantageously made now than later. If such should not be 
the case, the cost of the land proves to be higher than if 
purchased later. Only by loading these carrying charges 
can this information be developed. If the land is finally 
put to its intended use, no serious objection is seen in carry- 
ing it at the figure of full cost to the date of use. Because 
of the speculative nature of the transaction, it is usually 
advisable to set up a reserve of the same amount as the 
accumulating carrying charges. This reserve becomes free 
when the land is put to its intended use. 

Because of the ease of inflation of values in transactions 
of this kind, due largely to an overoptimism as to the future 
and even sometimes to fraud, all such transactions must be 
scrutinized very carefully and ample provision against an 
unfavorable outcome should be insisted upon. It is inter- 
esting to note in this connection that in the case of valua- 
tions for rate-making purposes, as a usual thing carrying 
costs on land of this kind are not allowed as expenses to 
be covered by the rate of the service rendered. But when 
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these lands come into use such expenses become a part of 
the cost of the service. 


Mortgages on Land 


Mortgages on land require consideration as affecting 
the manner of showing the land value. Freehold land, 
i.e., land held in fee simple, if afterwards mortgaged should 
be shown on the balance sheet at full face value with 
the mortgage listed among the liabilities. The liability is 
usually a note or other bond which in case of the deficiency 
of the security would be a general claim against the free 
assets of the concern. It is therefore best, theoretically, 
not to show such a mortgage as an offset to its security. In 
the case of the purchase of land subject to mortgage without 
the assumption of the mortgage as a direct liability, theo- 
retically the mortgage may be shown as a deduction from the 
full land value and only the equity value of land be extended 
as a significant asset. This differentiation is almost entirely 
an academic one and is seldom seen in practice. The land 
is usually listed among the assets and the mortgage as a 
liability. 


Donated Land 


The valuation of donated lands presents some interesting 
points. A town may offer a free site to secure the erection 
of a plant within its midst rather than allow it to go else- 
where. Sometimes the donation may be outright and 
absolute; at other times it may be conditional, depending 
upon the doing of certain things by the donee, such as the 
employment of a minimum force of men for a certain number 
of years, or the circulation of a certain amount of advertising, 
or the purchase of given amounts of raw material supplied 
locally. In the case of an outright gift, the cost to the com- 
pany is usually nil, but for the proper statement of the con- 
cern’s financial condition the land must be shown as an 
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asset. If the acceptance of the gift necessitates the scrap-~ 
ping of the old plant and removal expense to the new site, 
such costs would provide a minimum carrying value for the 
land. Where this is not the case, the land might be given 
a nominal value, with suitable explanation. 

Usually, however, neither of these methods is so satis- 
factory as that of bringing the land onto the books at a 
fair appraised value and showing the contra side of the 
transaction as surplus, or donated surplus, or donated land 
surplus. Any gift received increases the proprietorship of 
a concern and should be so shown, and there need be no 
suspicion of inflated value in such a surplus item, if conser- 
vatively set up, and with the supporting records available. 
Any expense in connection with the acceptance of the gift 
is a proper charge against the donated surplus. Aside 
from this, it is free surplus available for customary uses so 
far as this transaction is concerned. 

In the case of a conditional gift subject to reversion 
until the satisfactory fulfillment of the condition, no title 
nor asset value, other than a contingent one, inheres in the 
land. It is not therefore proper to show any. If a condi- 
tion, extending over a period of, say, five years must -be 
met, at the end of the first year one-fifth of the time has 
elapsed and the condition is nearer to fulfillment—the con- 
tingency has become more nearly a fact. But until its full 
satisfaction and the danger of a lapse has passed, there is 
no value in the gift. To show the progress and status of 
condition, the pro rata portion of the gift may be shown 
periodically by a charge to Donated Land or Equity in 
Land, offset by an equal credit to some suitable reserve such 
as Donated Land Reserve or Unrealized Profit on Land. 
On the balance sheet the reserve would be treated as a 
valuation item, no value being extended among the assets. 
This would seem to satisfy all demands for information and 
show the exact status of the transaction. 
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Land as Stock-in-Trade 

A final consideration, not logically belonging here but 
treated as a matter of convenience, is that of land as stock- 
in-trade. In the case of a land company developing a 
tract of land for certain purposes, the individual plots, or 
the whole piece if division is not contemplated, constitute 
its stock-in-trade and it should be valued as such, i.e., as 
a current asset and not a fixed. All costs necessary to put 
it in condition ready for the market are capital charges 
and should be loaded onto the cost of the lands. These 
include all of the usual costs mentioned in connection with 
land as a fixed asset, and in addition all improvement costs 
such as parking, the laying out of streets, roading, etc. 
The loss in the use of land for these purposes should be pro- 
rated over the plots, or otherwise equitably distributed. 
Plots of land so developed are not usually sold all at one 
time. Any unsold plots should be inventoried at cost. 
Sometimes the first plots may be sold at a loss to make the 
rest of the proposition move. ‘The practice is met of loading 
the loss in the early sales onto the unsold plots, and it is 
quite common to add any carrying charges to the cost of the 
unsold plots. 

Both of these practices are to be deprecated and opposed. 
They are not right in theory and serve no necessary purpose. 
All costs after the stage of sale is reached are operating 
costs—charges against revenue which should not be capi- 
talized. It may be desirable to know at what price the 
unsold plots must be disposed of to cover all expenses and 
losses and to make a profit, but that does not justify an 
inflation of the carrying values of the asset. If it is desired 
that the books shall show this, an amount equal to these 
costs and losses may be added to the carrying values if offset 
by a valuation reserve of equal amount, the costs and losses 
themselves being handled as operating expenses of the current 
period—or spread over several periods if applicable. 
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Wasting Assets—Definition and Characteristics 

Wasting assets, as they are usually called, are better 
described as assets subject to depletion. They differ from 
depreciating assets in that, whereas the latter wear out 
through use or the effect of age, wasting assets simply ‘‘give 
out.”” They are subject to depletion because they comprise 
stores of raw materials and natural resources the supply of 
which, through being mined and disposed of, is definitely 
and finally diminished. The stores will in every case finally 
come to an end through yielding up their product. Examples 
of enterprises of this kind are minerals and deposits of all 
sorts, such as coal, gold, silver, lead, clays, slate, gravel, 
stone quarries, oil, asphalt, nitrate, timber, and ‘all growing 
plants yielding recurring crops, such as tea and rubber.”’ 


Dividends May Include Return of Capital 

The law recognizes the distinction by requiring in the 
case of depreciating assets that the decrease in value must 
be made good before the payment of dividends—.e., divi- 
dends cannot be paid out of capital—while in the case of 
assets subject to depletion it is recognized that some portion 
of the dividends paid may represent a return of the capital 
originally invested in the undertaking. 

If the latter is the policy pursued, there will be no liqui- 
dating dividends at the time of the break-up of the under- 
taking, inasmuch as the regular dividends have already 
included a return of all or some portion of the capital. If, 
however, it is a matter of business policy to continue the 
enterprise elsewhere when the present natural stores are 
exhausted, then the dividends should represent only profits. 
During the process of operation, assets in other forms which 
represent the capital investment of the undertaking are 
retained in the business. This is accomplished on the books 
by a charge to each period’s operations of such an amount 
as represents the depletion of the stores of product prepared 
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for the market during that period and by a credit to a deple- 
tion reserve account or direct to the property or stores 
account. 


Basis of Depletion Charge 

The amount of the period’s depletion charge is reckoned 
by comparing the amount of product worked during the 
period with the total estimated amount owned. Whatever 
value was taken for the original purchase, that value becomes 
the basis for the annual or periodic depletion charge. ‘There 
is, of course, a large element of speculation in some estimates 
of this kind. In the case of timber, the original amount 
purchased is easily determinable with fair accuracy by 
cruising; the amount cut each period is a matter of record. 
The ratio of the amount cut to the original amount is the 
portion of the original value or cost of the timber tract to 
be written off periodically. In the case of a mine or pit, 
the estimate cannot be made with an equal degree of accu- 
racy. Competent engineers do make calculations of the 
amounts of available ores with sufficient certainty to war- 
rant the expenditures of vast sums in the purchase of prop- 
erties. IZftheir estimate avails for this purpose, it can with 
equal certainty be made the basis for the periodic depletion 
charge. Nice questions arise in this connection when the 
property is being operated under a lease or on a royalty 
basis. 


Application of Income Tax to Wasting Assets 

Under the 1916 income tax law specific provision was 
made for allowing depletion and the manner of handling 
it is prescribed. First, for such a charge to be allowed as 
a deduction, it must be recorded on the books. Secondly, 
as soon as the depletion reserve equals the capital invest- 
ment no further deduction can be made—all else is pure 
income. If, however, it is desirable to carry on the books 
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as an asset the estimated amount of product still remaining 
in addition to that written off, it may be done, the offsetting 
credit being to income, which must be shown as income on 
the tax return for the year in which it was brought onto the 
books. This new value may be depleted until wiped off 
the books. 

The law as now operated bases value of the asset subject 
to depletion on the value existing as on March 1, 1913, or 
at cost or purchase price if acquired subsequent to that 
date. Because the book values on March 1, 1913 seldom 
agreed with the estimated values, it was necessary to adjust 
these by charging the asset, plant, or mining property and 
crediting an account called ‘‘Property Surplus”? with the 
amount of the adjustment where the estimate showed more 
than the book value. When dividends are paid, if it is the 
policy to return capital as well as profits, the charge should 
be made partly against operating surplus for the profits 
share, and partly against property surplus for the capital 
share. 


Depreciation on Buildings and Machinery of a Wasting Asset 

In addition to the depletion charge, proper allowance 
should be made for depreciation of the other fixed assets, 
such as buildings, machinery, and the like. The limit of 
their service life is evidently the working life of the venture, 
which must be estimated. If there is still operating value 
in the equipment at that date, this is covered by the higher 
salvage value taken into account when fixing the deprecia- 
tion charge. 


Unusual Risks 

In connection with both the estimate for depreciation 
and for depletion, the elements of unusual risks, due to 
fires, floods, and the like, should be taken into account. 
Their effect might be to cut down the supply of available 
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product and so increase the periodic depletion charge. An- 
other factor, of great importance at times, is the available 
supply of any auxiliary product needed for the treatment 
of the main product. Thus, large ore bodies may remain 
unmined and unprofitable because of the failure of a ready 
supply of auxiliary material needed in the reduction, smelt- 
ing, or refining of the ore. This applies particularly to iron 
ores. 


Water Rights 

Sometimes valuable water rights are acquired along with 
mining property, and it may be profitable to utilize them 
for the manufacture and sale of power long after the deple- 
tion of the mine. In that case their capital value should 
be separated from that of the mining venture, and retained 
as an investment; or a new company may be formed to 
carry on the power project after ceasing mining operations. 


Leaseholds 

On the boundary line between a depreciating asset ara 
one subject to depletion stands a leasehold, 1.e., the right of 
occupancy of premises for a stated term. Thus, a building 
may be rented for a term of years; or a piece of land may 
be leased for a long enough period to justify the erection of 
a building thereon, the building going to the owner of the 
land as a gift or at an appraised value, or the land may 
revert in its original condition to the owner upon expiration 
of the period of the lease, according to the contract. The 
payment for the lease may be an annual sum similar to a 
rental charge, or a bonus and an annual sum. In the latter 
case, the bonus should be treated as a deferred charge and 
spread as additional rent over the period of the lease. 

Leases may run for any period up to 99 years, 63 and 84 
years being favorite terms in New York. An original lessee 
may sell his lease outright for a set sum sufficient to cover 
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the remaining period of the lease, or on an annual rental 
basis. The set sum is calculated as the present worth of an 
annuity of the amount of a fair annual rental. 

Where property values have greatly appreciated, a 
leasehold on favorable terms may have a high market value 
which may not appear on the books or balance sheet. If 
the terms of the lease call only for a periodic payment like 
rent, the value of the lease will not usually appear on the 
books. If the lease is purchased outright for a lump sum 
or a bonus is paid, some value for it will appear on the 
books. Where the balance sheet is to be used as the basis 
for credit, the present appraised value of the leasehold 
should appear, either in a footnote or preferably incorporated 
into the balance sheet with an offsetting reserve. 

If the leasehold is carried at any value on the books, 
this must, of course, be depreciated or amortized by the 
end of the leased period. As stated above, the periodic 
charge for this is to the rent account and the credit to the 
leasehold account, writing it down directly instead of by 
means of areserve. The straight line method of amortiza- 
tion is the easiest of application, but authorities seem to 
favor, on theoretical grounds, the annuity method which 
bringsin the element of interest. If the agreement provides 
for the reversion of the building to the owner of the leased 
land, then also the full cost of the building must be depre- 
ciated over the life of the lease. Any excess of this deprecia- 
tion over normal depreciation is in the nature of a rental 
charge but not usually of sufficient importance to require 
segregation. If the premises must be returned in original 
condition to the owner, the net costs of demolishing any 
structures erected thereon must be treated as expenses of 
the lease and provided for accordingly. 


CHAPTER XVII 


INTANGIBLE ASSETS—PATENTS, FRANCHISES, 
GOOD-WILL 


General Considerations 

The final place among the assets of the balance sheet is 
given to the intangible items. Because this class of assets 
has so frequently been used for doubtful or illegitimate 
purposes, whatever the value given to them they should be 
shown boldly in a group by themselves and not merged with 
the values of tangible assets. Their real value, if any, 
should be open to verification. To list them with tangible 
items on the balance sheet is apt to raise a suspicion as 
to their validity much more than if they are shown in a 
group by themselves. 

Because the assets of this group are intangible is no 
reason in itself for the hasty judgment frequently made 
that therefore they are worthless. It is true, as above 
stated, that the doubtful uses to which they may be put 
have caused them to be viewed with suspicion. Yet they 
have an entirely legitimate use and oftentimes constitute 
the most valuable portion of the assets. Therefore, the 
values at which these intangible assets are carried on the 
books should always be open to investigation and capable of 
verification. 

It is purposed here to lay down the principles of the 
legitimate use of intangible assets, and to point out some 
of the wrong uses to which they easily lend themselves. 
The group comprises patents, copyrights, trade-marks, 
formulas, receipts, franchises, organization expense, going 
concern value, and good-will. 
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INTANGIBLE ASSETS Buy 


Patents a Monopoly Grant 

A patent is “a grant made by the government to an 
inventor conveying and securing to him the exclusive right 
to make and sell his invention for a term of years.’’ The 
purpose of the government in making such grants is to 
encourage and stimulate individual ingenuity along lines 
that will ultimately redound to public welfare. Letters 
of patent are in the nature of a monopoly grant but, although 
extreme care is taken in their issuance to see that they 
cover really new devices, no governmental guarantee implies 
that the patentee shall have free and uncontested use of his 
invention. If encroachment is made upon his rights under 
the patent, the courts are open to him for protection and 
similar privileges are extended to all alike. Oftentimes, 
until infringement proceedings have established a clear and 
uncontested right and property in an invention, little com- 
mercial value attaches to it. Patents therefore tend to 
create a monopoly in the marketable product protected by 
them and accordingly have value so long as the right to 
monopoly continues. 


Purchase of Patents 

The valuation of patents owned and made use of by a 
business should always be on the basis of cost. If owned by 
purchase from the inventor, the consideration paid for the 
patent constitutes cost. When the consideration is cash, 
there is no question as to the valuation at cost. When pay- 
ment is made in the capital stock of the purchasing concern 
the problem is the same here as in the proper valuation of 
other fixed assets purchased in the same way, referred to in 
Chapter XVII. The federal income tax law takes cogni- 
zance of this different basis for valuation and attempts to 
establish a true cash basis by allowing depreciation on 
patents, when purchased by means of stock, only on the 
basis of the cash value of the stock. Prevailing practice 
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sponsors the bringing of patents onto the books at cost, 
as shown either by the cash paid for them or by the par 
value of the stock issued for them. Except where deceit 
and fraud are the points at issue, no serious objection can 
be raised to the practice, for any overvaluation thus occa- 
sioned is absorbed in the product by means of the depre- 
ciation charge spread over the life of the patent. Any 
additional costs necessary to secure the full enjoyment of 
the rights granted under the patent are considered proper 
charges against the patent, as giving it additional value. 


Patents Developed within the Plant 

When the patent is not purchased from outside but is 
developed within the plant itself, only the costs of develop- 
ment and of securing the patent are proper charges to the 
asset as constituting its value. In some concerns an experi- 
mental laboratory is maintained for the purpose of working 
out improved methods and devices. Much of the work 
of such a laboratory is often fruitless so far as patentable 
devices are concerned, but if the entire effort is directed 
towards the development of patents, then the entire cost 
becomes a proper charge to whatever patents result from the 
effort. More often some portion of the laboratory organiza- 
tion 1s also used for other purposes. However developed, 
whether in the formal laboratory or in any other way, the 
full cost of development and of securing letters patent is the 
figure for the original valuation of the patent. This cost 
includes the labor and material used in the process, drawings, 
models—including discarded models—attorney’s fees, gov- 
ernment fees, etc. 

As in the case of purchase, all the costs, whenever in- 
curred, of defending the right to the patent or of prosecuting 
for infringements constitute additional elements of value, 
as only by such means can the real holder be made secure 
in the exclusive enjoyment of his right. It is hardly neces- 
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sary to point out that if such proceedings and prosecution 
establish the right of the other party to a device which 
practically destroys or greatly diminishes the worth of the 
contested patents, not only must such costs usually be 
charged against revenue but also the whole or major portion 
of the value at which the patent is being carried. However, 
where the development of patents is one branch of a con- 
cern’s organization, costs of this nature may usually be 
absorbed by those patents which are successful. Because 
inflation of values is easy at this point, a careful investiga- 
tion to establish the legitimacy of all such charges is always 
desirable. Each case must be judged on its merits. 


Patents Purchased and not Used 

Patented devices are sometimes purchased with no intent 
to use them. This may be for the purpose of eliminating 
competition, of forestalling obsolescence or supersession, and 
so of postponing the necessity of making expensive altera- 
tions that would be required to meet threatened competition, 
even to the point of scrapping a valuable organization. 
The ethics of such practice is not under review here. Cor- 
rect accounting practice justifies the addition of the purchase 
price of such devices to the value of the asset, patents, 
and its periodic depreciation in regular course. 


Elements of Depreciation on Patents 

Patents are subject to depreciation. At the time of 
their purchase or acquisition, they should be valued at full 
cost, as stated above. At any subsequent time, value 
should be calculated on the basis of full cost less deprecia- 
tion. The elements of depreciation as applied to patents 
are (1) time lapse, (2) supersession, and (3) obsolescence. 

1. Time Lapse. There is no such thing as wear and 
tear on a patent itself, but since the grant by the govern- 
ment is for a definitely prescribed term of years, as each of 
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those years goes by there passes with it some portion of the 
value attaching to the exclusive enjoyment of the right 
for the prescribed period. In this country a mechanical 
patent is granted for a term of seventeen years, after which 
the patented device or process becomes common or public 
property. The period allowed for patents covering designs 
is three and one-half, seven, or fourteen years, depending on 
the application. Thus, simply through the lapse of time 
the value of the right diminishes. 

2. Supersession. Ifno other causes than time lapse were 
operative, the problem of depreciation would be a simple 
one, consisting of spreading the value of the patent over its 
life. In addition to lapse of time and operating simultane- 
ously with it is the possibility of supersession. Superses- 
sion as an element of depreciation is the attempt to measure 
the probability of the patent’s being superseded before the 
expiration of its term by a better machine, device, or method. 
The measure of this element of depreciation is always 
speculative but should be attempted with the best judgment 
possible. 

3. Obsolescence. Akin to the element of supersession is 
that of obsolescence. Obsolescence is particularly operative 
in cases where the patent covers a product the life of which 
depends on the whims of fashion. Obviously, when the 
market for the product ceases, the value of the patent is 
gone. 

From the above it is seen that the three elements of 
depreciation are usually operative concurrently and the rate 
of depreciation must take cognizance of them all. 


Service Life of Patents 


While the vast majority of patents become valueless 
before their expiration, some few may have a value beyond 
their protected term. It may happen that the concern 
using the patent has built up such an organization that 
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competitors cannot with profit enter the field after the 
patent has expired; or it may have acquired the good-will 
of the purchasing public to such a degree that buyers come 
to it rather than to a competitor. In these and other ways 
the value of the patent may extend beyond its life. This is 
exceptional, however, and cannot with conservatism form 
the basis for estimating the service life of the average 
patent. 

The prevailing practice authorizes writing off the value 
of a patent quite rapidly during the early years of its life 
when its earning capacity should be at a maximum, leaving 
only a small part of the value to be spread over its later 
years. This policy applies to the possession of single or 
separate patents. An effective method used for extending 
the life of a patent is the securing of auxiliary patents every 
few years. Thus an improvement of some part may be 
patented, without which the use of the original or basic 
patent would not be worth while. The basic patent may 
thus have its effective life—though not its legal life— 
extended almost indefinitely. 

Where an additional cost, such as infringement costs, is 
incurred some time after the grant is made, strict accuracy 
would demand that these costs be spread over the remaining 
life of the patent. Where, however, the above policy of 
securing periodic improvements is in force, sufficiently 
accurate results are secured by writing off at the end of 
each year—in the case of mechanical patents—one-seven- 
teenth of the total values to date. In this way, by the end 
of the original 17-year term, there will be values left in the 
account which may be looked upon as applicable to the 
patented improvements. There is in these cases a constant 
overlapping of the grant periods and no serious inequity 
results as between fiscal periods by writing off each year 
one-seventeenth of the total value in the Patents account. 
In the case of the one original patent or an occasional im- 
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provement, the more accurate method is desirable because 
here the life of the patent is rather definitely limited. 

If the estimated life on which the depreciation estimate 
is based, should prove longer than the real life, the value re- 
maining in the asset at the end of its real life must be absorbed 
by the profits; i.e., charged against surplus. The Federal 
Income Tax Law allows this remaining value to be charged 
against the profits of the period in which it is written off. 


Booking Depreciation on Patents 

In booking the depreciation of patents, the periodic 
charge is to the expense account, Depreciation—or Deple- 
tion—and the credit is made either direct to the asset account 
or to the corresponding Depreciation Reserve account. It 
is sometimes argued that since the life of the patent is for a 
definite term, its depreciation is equally definite and the 
value of the asset should be written down rather than carry 
the estimated amount of the periodic depreciation in a re- 
serve account. Because of the elements of supersession and 
obsolescence on which in the majority of cases the service 
life of the patent depends more than on its time grant, 
it is evident that determination of the amount of periodic 
depreciation is just as much a speculative estimate as is the 
case with any other asset. Either method of showing the 
periodic value of the patent may be used with equal pro- 
priety. If an easy determination of ‘‘total value to date” 
is sought, as under the policy referred to above, the in- 
formation is better secured by carrying the offsetting esti- 
mate of depreciation in a reserve account. When no such 
purpose is to be served, it is a needless multiplication of 
accounts to use the reserve account. 


Accounting Classification of Depreciation on Patents 


A problem closely related to the valuation of patents 
has to do with the classification or incidence of the periodic 
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depreciation of the patent. According to some theorists it is 
stated that if the patent applies to the process of manufacture 
—i.e., to any part of the manufacturing equipment used— 
the periodic depreciation is a cost of manufacturing and 
should be allocated to the product at that point. But if the 
patent covers the article itself, its periodic depreciation 
expense should be treated as a selling expense. Perhaps 
the point is well taken but the distinction is rather finely 
drawn. Another view requires the showing of depreciation 
on patents among the general administrative items, on the 
several grounds that there is no logical basis or method for 
distributing it directly to the product; that there is no direct 
connection between the product and this expense; and that 
itis a general overhead item which must be cared for out of 
gross earnings but cannot be applied definitely to manu- 
facturing or selling. Failure to establish a suitable basis 
on which to apply the cost in practice cannot, of course, be 
allowed to militate against the determination of its theoreti- 
calincidence. 


Royalties 

An analogous problem arises in the treatment of royalties 
where such cover the cost of renting the patented devices 
of others for the purpose of manufacture. Although the 
general practice is to treat this expense as a cost of manu- 
facture, it is sometimes handled as a general management 
expense on the ground that it represents a policy of manage- 
ment which has adopted the royalty method of production 
in preference to the outright purchase or development of the 
patents. The point seems not well taken, however. The 
value of a patent may be looked upon as a prepaid expense 
item which is the equivalent of royalties expense and should 
therefore usually be treated as a manufacturing cost. There 
may be instances, however, where such treatment would not 
be advisable on practical and perhaps theoretical grounds. 


324 ACCOUNTING—THEORY AND PRACTICE 


Relation of Depreciation Rate to Cost of Manufacture 

Related to this problem of patent costs is the effect on 
manufacturing costs of the rate of depreciation of the patent. 
It is evident that a too rapid depreciation will result in an 
inequitable loading of the product made during the early 
years of the life of the patent as compared with that of its 
later life. A product made under a patent still valuable 
after all value has been written off the books, bears none of 
the burden though enjoying the benefit accruing from its 
being a patented article. On the other hand, if the rate of 
depreciation is not rapid enough, the product is then under- 
burdened. Itshould constantly be borne in mind that depre- 
ciation is always an estimate. It should be the best estimate 
possible and subject to periodic revision where accurate results 
are desired. Slight inaccuracies and inequities are bound to 
occur and must be absorbed by the future product; the record 
of the past is a closed book and cannot usually be reopened. 


Sale Price of Patents 


The sale price of a patent, as distinguished from the 
value at which the owner may carry it in his accounts, fre- 
quently is based on the estimated savings in royalties which 
could be made by a purchaser. When a new concern is 
organized and patents are owned by some of the incorpora- 
tors, and purchased from them, the value at which they are 
carried is almost always speculative and arbitrary. A 
valuation based on the saving in royalties has no place on 
the books of a concern unless that price were paid in purchase. 
Similarly, licenses to use patents should not be carried as 
an asset unless purchased by a lump sum payment even 
though they grant a virtual monopoly in the product. 


Copyrights 


Copyrights are similar to patents in that they secure 
to the author or publisher the exclusive right for a term 
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of years to make and sell copies of literary or artistic pro- 
ductions. They are thus in nature a monopoly grant. 
The term for a copyright is 28 years, with a renewal privi- 
lege of 28 years if application is made within one year prior 
to expiration of original copyright. 

A more rigid application of the principles of valuation 
enunciated for patents must be made for copyrights. On 
the books of the original grantee they should be carried at 
full cost which may be only the fees required in securing 
the copyright. For a subsequent purchaser they should be 
set up at full cost to him. A much smaller proportion of 
copyrights than of patents continue valuable for their 
granted term. Periodic valuations, then, require a very 
liberal and rapid depreciation from original value. In the 
accounts of publishers who make outright purchases of 
copyrights, extreme care is needed in keeping track of and 
valuing this asset, else a too optimistic outlook will result in 
carrying false and misleading values. Oftentimes the only 
satisfactory and reliable method of valuation will require 
an examination of each copyright owned and an independent 
appraisal of its worth. 


Trade Secrets 

Akin to copyrights are formulas for manufacture, receipts, 
and other trade secrets. These may constitute very valu- 
able holdings, perhaps the most valuable of all the assets, 
but they are not usually carried on the books as assets 
under this title. A baker with a secret economical process of 
making yeast may have a marked advantage over competi- 
tors. An oil refiner with a process which secures a larger 
return of gasoline has a similar advantage over competi- 
tors without such means of refining. If costs are incurred 
in developing or acquiring these formulas or processes, the. 
same reason exists for treating them as assets as in the 
case of patents or copyrights. If not protected in any way 
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by the government, greater need of rapid depreciation is 
apparent as the discovery of the secret by others might 
greatly reduce its value. 


Trade-Marks 

A trade-mark is an earmark of ownership for advertising 
and selling purposes. Thus a firm may adopt a label for 
their products or a manner of marking or displaying them 
which wherever used is evidence of the make, brand, and 
quality of the goods. A concern enjoying a trade built 
up by educating the public to recognize its trade-marks and 
what they represent may possess therein a very valuable 
property. The courts of the country guarantee the rightful 
owner in the exclusive enjoyment of any benefits arising 
from the use of his trade-mark. Priority of continuous 
use is the factor determining rightful ownership. Such 
priority is most easily established through registration of 
the trade-mark with the government. Registration is not 
necessary but is offered by the government as a convenient 
and certain means of establishing rightful ownership. 
Continuous use is necessary to retain unquestioned owner- 
ship of the right. 

Trade-marks must be valued at cost. Cost to develop, 
cost of purchase, cost to defend—all are legitimate charges 
to the asset. At times even some portion of the advertising 
expense may be capitalized under the caption “‘Trade- 
Marks.” This question and that of periodic revaluation 
follow so closely the principles of revaluation of good-will 
and the treatment of depreciation in relation thereto, that its 
consideration is deferred for combined treatment in later 
pages of this chapter. 


Franchises—Definition and Kinds 


A franchise is an intangible asset of considerable value in 
most cases. Its appearance on a balance sheet is usually 
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limited to those of public, or quasi-public, utility companies. 
There it is included as an asset of value from the standpoint 
of rate-making rather than for ordinary commercial purposes. 
Such companies are usually under the close supervision and 
regulation of public service commissions. The latter pre- 
scribe the manner of showing the utility company’s accounts 
and the basis for the valuation of its assets, chiefly from the 
point of view of an adequate protection of the interests of the 
public. It is neither the purpose nor within the scope of 
the present volume to raise the question of the valuation of 
public utility companies, part of which problem would be 
concerned with the valuation of franchises. An attempt 
will be made, however, to lay down some principles of 
valuation from the commercial standpoint as distinguished 
from the rate-making standpoint, applicable to a very 
limited number of concerns which are not subject to state 
regulation, and to indicate briefly the tendency of the rulings 
of the best public service commissions with regard to fran- 
chises. 

A franchise is defined by H. A. Foster* as “‘a privilege 
given by the community to a private person—or corporation 
—for use of the public property for the benefit of the public, 
and only incidentally is it the intention of the community in 
granting such a right, to allow the person accepting the 
same enough profit to insure his willingness to take advan- 
tage of it by investing in plant to make use of the grant.” 
To the same effect is the statement of the Federal Court in 
the case of the Consolidated Gas Co. of New York, 157 
Fed. 373: ‘The franchise is but a part of the power or 
privilege of sovereignty allotted to a private person for 
the benefit of all, and only incidentally given for private 
emoluments.” 

Franchises may be perpetual, where the grant is without 
time limit; limited, where the term is definitely stated; 


* In ‘‘Engineering Valuation of Public Utilities and Factories.” 
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and indeterminate where the privilege granted is good 
“during good behavior and may be terminated by the 
authorities at any time by paying the fair value of the 
property exclusive of the franchise.’ It may be noted that 
in Massachusetts no provision is made for buying the 
property of the utility company in case of revocation of 
the franchise. Manifestly the contract entered into with 
the state will influence very largely the manner of handling 
and the valuation of all the assets. Without regard to such 
contract and on the general principles of valuation as laid 
down for fixed assets, a franchise should be taken onto the 
books at full cost to acquire. Proper charges to the account 
would cover: 


I. Lump sum payments to the state or some division 
thereof, applicable to the life of the franchise 
as distinguished from regular annual payments 
which are in the nature of a license or rental 
charge and are therefore an operating expense. 

2. The full purchase price paid another company for 
the assignment of its rights and privileges under 
a franchise owned by it. 

3. Legal and other fees in connection with securing 
the grant. 

4. Any other legitimate expenses, such as the cost of 
securing the consent of affected property owners 
or of the whole community where such cost is to 
be borne by the petitioning company. 


All of these are costs which from the standpoint of good 
business practice may be capitalized under the caption 
“Franchises.” 


Depreciation on Franchises 


For periodic revaluations, depreciation should be in 
accordance with the terms of the grant. If the grant is 
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perpetual, no depreciation need be taken account of; if it is 
for a limited term, the cost of the franchise should be pro- 
rated over that term; if the grant is indeterminate, as de- 
fined above, not only should a very liberal depreciation 
policy be pursued with regard to the franchise but, in the 
case of the type of franchise granted by Massachusetts, a 
liberal provision for writing off all the assets should be made, 
unless in the execution of the law a policy of non-revocability 
of franchises has become fairly well fixed. 

In contrast with the above, note the ruling of the Public 
Service Commission for the First District of the State of 
New York. “To this account—Franchises (Gas)—shall be 
charged ‘the amount (exclusive of any tax or annual charge) 
actually paid to the state or to a political subdivision thereof 
as the consideration for the grant of such franchise or right’ 
(Section 69 of the Public Service Commissions Law) as is 
necessary to the conduct of the corporation’s gas operations. 
If any such franchise is acquired by means of assignment, 
the charge to this account in respect thereof must not 
exceed the amount actually paid therefor by the corporation 
to its assignor, nor shall it exceed the amount specified in the 
statute above quoted. Any excess of the amount actually 
paid by the corporation over the amount specified in the 
statute shall be charged to the account ‘Other Intangible 
Gas Capital.’ If any such franchise has a life of not more 
than one year after the date when it 1s placed in service, it shall 
not be charged to this account but to the appropriate ac- 
counts in ‘Operating Expenses,’ and in ‘Prepayments’ if 
extending beyond the fiscal year.” To a depreciation 
account called ‘‘General Amortization” is to be charged, 
besides depreciation of tangible fixed capital, “such portion 
of the life of intangible fixed capital as has expired or been 
consumed during the month.” 

Such careful regulations as to the content of intangible 
asset accounts are not always nor everywhere imposed at 
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the present time. It is not putting the case too strongly to 
say that the reader of a balance sheet containing items 
about which practice is not standardized should always be 
on his guard to assure himself as to the content of such items 
in order to establish the legitimacy of their use and value. 


Organization Expenses 

Organization expenses are those costs necessarily in- 
curred for the purpose of getting an enterprise under way, 
i.e., of putting it in readiness to do business and produce. 
income. These expenses usually comprise such costs as 
state incorporation fees, attorney’s fees for drawing up the 
application and other papers, the cost of prospectuses, 
soliciting costs for stock subscriptions, fees paid promoters 
and organizers, cost of printing and issuing certificates of 
stock, cost of capital stock records, and similar items. These 
are necessary and unavoidable expenses without which the 
company cannot come into being. A company organized 
and ready to commence business is in a better position than 
one whose elements have not been brought into harmonious 
working. In the same way that the costs of installing 
machinery in position and ready for use are capitalized by 
being added to the value of the equipment, so may the 
organization expenses of a corporation be legitimately 
capitalized as being the measure of the amount of the greater 
value which these organized business elements have over 
the same elements unorganized. Capital has been brought 
together and set to work, management and plan of operation 
have been secured, and business is ready to begin. 

Organization expenses are therefore, from the standpoint 
of classification, best treated as an intangible asset rather 
than as a deferred or prepaid expense. In strict theory 
the value of these costs will last as long as the corporate 
existence. In Italy where corporate life is limited to fifty 
years, it is prescribed that organization costs be prorated 
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over the full life of the corporation. The best practice in 
this country requires a much more rapid writing off of these 
items; R. H. Montgomery* advocating writing them off as 
they occur or at most over the first two years’ operation. 
To one not cognizant of the many abuses which have crept 
in—and even frauds perpetrated—through this channel, the 
treatment advocated may seem harsh and severe. Perhaps 
no harm is done in pursuing a more liberal policy, if such 
expenses are carried under a proper title, if they are not 
used to inflate the value of the tangible assets, and if the 
caution stated above is observed as to the need for investi- 
gating the values of all intangible asset items. Certainly 
organization expense should never be used as a cloak for 
discount on stocks or other securities marketed. 


Good-Will—Definition and Nature 

The last of the intangible assets to be treated is good-will. 
Lord Justice Lindley, in an English case, says: ‘“‘Good-will 
regarded as property has no meaning except in connection 
with some trade, business, or calling. In that connection 
J understand the word to include whatever adds value to a 
business by reason of situation, name and reputation, con- 
nection, introduction to old customers, and agreed absence 
from competition, or any of these things, and there may be 
others which do not occur tome.” The definition by George 
Lislet is to the same general effect: ‘‘Good-will is the 
monetary value placed upon the connection and reputation 
of a mercantile or manufacturing concern, and discounts 
the value of the turnover of a business in consequence of the 
probabilities of the old customers continuing.” Good-will 
therefore includes every advantage connected with location, 
premises, reputation, personality, name, etc. That all these 
are elements of good-will cannot be gainsaid, but unless 


* In ‘Auditing, Theory and Practice.” 
+In ‘Accounting in Theory and Practice.”’ 
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an earning power larger than that of a newly established 
competing concern goes along with these elements, no one 
would be willing to pay anything for the good-will of the 
old concern. 

It sometimes happens in the case of a merger, that 
because of the dormant or latent good-will of the various 
units—or some of them—to be merged, a promoter may 
be willing to pay something more than the value of the 
tangible assets in order to acquire the various properties. 
Dormant or latent good-will signifies the excess earning 
power that would exist if it were not for poor management, 
an inharmonious working together of the various parts of 
the organization, and other similar handicaps which the new 
management will remove. It may be objected that until 
such handicaps have been removed there is no good-will; 
that any good-will brought into evidence through the re- 
moval of these handicaps is the good-will built up by the 
new concern and not theold It cannot be denied, however, 
that all the other elements of good-will may have been 
acquired and built up by the old company and that without 
them the new concern would be unable to bring good-will 
into evidence simply by a change of management. It is 
true that the merger may be able to build up quickly a good- 
will of its own through the elimination of competition, and 
through the full utilization of all the advantages of the 
different units—such as access to supplies of raw material, 
favorable trade agreements of various sorts, and the like. 

While there is a sense in which expected future perform- 
ance as indicated above, may be an element in the determi- 
nation of good-will and may be legitimately paid for as such, 
as a usual thing the essence of good-will lies in the ability 
to make a profit in excess of the normal. Past performance 
must be reviewed by which to judge the normality of the 
present profits and the probability of their continuance in 
the future. 
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Local and Personal Character of Good-Will 

It should be pointed out, as a corollary to the above 
statement that only those elements which are transferable 
and are transferred can be disposed of for a price. Thus, 
when a business goes to the new owner, if there is apt to be 
a very appreciable shrinking in profits—as is the case in the 
transfer of some professional businesses—or if the favorable 
location on which in some cases depends the ability to earn ex- 
cess profits cannot be turned over to the purchaser because of 
the expiration of the lease or other reason, good-will may not be 
worth much toa prospective purchaser. There is thus alocal 
and personal character to good-will which cannot be ignored. 


Difficulty of Valuing Good-Will 

The valuation of good-will presents at times many 
complexities. The general principle of valuation at cost— 
and not market—may be said to apply here, too. What 
constitutes cost is sometimes difficult to determine. A 
corporation which buys out an existing business, paying an 
agreed sum for the good-will, should set up on the books 
that sum as the value of good-will. The vendor concern 
during the years of the establishment of its good-will, unless 
specific expenditures were made for that purpose, should 
not show any value for it on its books. In an English case, 
Stewart v. Gladstone, 1879, the court said: ‘“‘Is it reason- 
able... . that a changing thing like good-will, the value 
of which would vary year by year according to the state of 
the trade . . . . and to the reputation which the house had 
acquired or had lost for integrity, punctuality, solvency, 
and mercantile prudence, was to be valued from year to 
year,’’ and the increase or decrease was to be treated as 
profit or loss for the year and distributed? 

The impropriety of bringing good-will on the books 
unless paid for by purchase or otherwise, is established and 
rests on principles of sound business. 
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Creation of Good-Will by Advertising 

There is perhaps only one case in which a concern which 
has not acquired good-will by purchase but has built it up 
for itself may with propriety set up its value on the books. 
Creating a demand for a product by means of extensive 
advertising is one of the quickest ways of building up good- 
will. The difference between the cost of the advertising 
necessary to retain a given volume of trade—which we may 
call the normal advertising expenditure—and the cost of the 
publicity required to secure that trade may be treated, in 
theory at least, as an expenditure on account of good-will 
and be so shown on the books. ‘This is usually a difficult 
matter to determine at the close of the publicity campaign 
and before the cost of normal advertising is known, and the 
valuation at best is somewhat speculative. But where 
handled carefully and with conservatism there seems no 
serious objection to bringing good-will on the books at a 
value calculated in this way. 

Unless it is possible to treat some expenditures of this 
sort as the direct cause of good-will, the evidence of the 
possession of good-will must be sought in the profit and loss 
record rather than in the balance sheet, as its existence would 
be indicated only by above-normal profits. 


Valuation of Good-Will Based on Normal! Profits 

Valuing good-will for a purchaser is not so difficult. 
Two standard methods are in use, the one based on profits, 
the other on excess profits. According to the first, the 
value of the good-will is estimated as so many years’ pur- 
chase price of the net profits of the last year; or, better, the 
average of the last three or five years. This simply means 
multiplying the profits by the number of years’ purchase. 
The number of years to be used as a multiplier varies from 
one to fifteen, or twenty in some instances. Thus, if the 
agreement is to pay three years’ purchase of the average 
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profit for the past five years and this average is $50,000, the 
price paid will be $150,000 and at that value good-will 
should be shown on the purchaser’s books. 


Valuation of Good-Will Based on Excess Profits 

The other method determines first the excess profits, i.e., 
the amount by which the profits of a particular business 
exceed the normal or average figures for that line of business. 
Thus, if the profits are $75,000 and normal profits are 
$50,000, the excess earning capacity per period is $25,000. 
This amount is then capitalized on some arbitrary basis, 
ranging in practice from the prevailing interest rate, say 
5%, to 20% or even 50%. The effect of such capitalization 
is to apply a multiplier, as in the first method, ranging 
from 20 to 5 or less. Thus, if 20% is the agreed rate, the 
excess, $25,000 multiplied by 5 gives $125,000 as the value. 

It is, of course, apparent that the valuation of good-will 
for prospective purchase is largely dependent upon the 
individual judgment of the buyer and that seldom will any 
two men arrive at the same valuation. As a matter of 
prudence, under either method the average profits for the 
past few years should be used rather than those of the last 
year. The latter may be sporadic and under conditions 
such as not to warrant their continuance. An average 
figure gives a better indication of what the business may be 
expected to do under normal conditions. Inasmuch as the 
value of good-will depends on excess earning capacity, the 
second method of valuation rests on better theoretical 
grounds than the first. Practically there is no preference, 
since valuation is largely a matter of personal judgment 
under either method. 


Valuation of Good-Will Based on Capitalization of Profits 
A slight variation of the second method is sometimes 
used. Under it. the average net profits are capitalized at 
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some agreed rate, giving the amount of money on which the 
average profits could be earned at the rate used. The 
difference between this amount and the amount of capital 
actually invested gives the value of the good-will. Thus, 
if on an investment of $250,000 net average profits are 
$60,000 and the normal rate for this business is 15%, $60,— 
000 would represent a 15% income on $400,000. Good-will 
must therefore represent the difference between $400,000 
and $250,000, or $150,000. This must evidently work 
out in exactly the same way as the second method if the 
rateusedisthesame. Therefore it constitutes not a distinct 
method, but only a variation. In the one case the difference 
between the average and normal profits is capitalized; in 
the other both are capitalized and the difference of theit 
capitalizations is taken. 


False Good-Will to Cover Capital Deficiency 

A method of valuing good-will which makes it represent 
the difference between the value of tangible assets contri- 
buted or purchased and the par value of the stock issued 
cannot be countenanced at all. This use of good-will to 
cover up a capital deficiency is not only improper and mis- 
leading but often fraudulent. It is the favorite means by 
which ‘‘water’’ is injected into. corporations. Thus, a 
concern desiring to capitalize at $500,000 and unable to seli 
its stock for more than $300,000, might carry an asset, 
good-will, to take care of the $200,000 discount on stock. 
A partnership desiring to incorporate might issue for the 
partnership assets stock with a par value much more than 
the assets taken over, and either inflate the asset values 
or set up a good-will account to care for the difference. 
This practice cannot be too severely criticized. In connec- 
tion with this it should always be kept in mind that a newlv 
organized company can never include good-will among its 
assets except by purchase. 
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Somewhat analogous to the above practice is that of 
increasing the capitalization of a company and issuing new 
shares in exchange for the old. Thus a company capitalized 
at $1,000,000 might increase its capital to $2,000,000, 
issuing two shares of the new for each share of the old. 
This will necessitate bringing onto the books an intangible 
asset, usually good-will, to cover the additional $1,000,000 of 
stock issued. Sometimes a real good-will may be existent as 
shown by the abnormal profits. In such cases, the effect 
of an increase of capital stock will be to keep down the rate 
of profit on the capital stock and so decrease the market 
value of each share, but not the real value of the total 
shares nor the amount of profit distributable to each of 
the holders of shares of the original issue. The purpose in 
such an increase of capital stock is usually an ulterior one, 
such as the desire to cover up real earnings in order to pre- 
vent a reduction of rates, as in the case of a public utility 
company. The purpose may sometimes seemingly justify 
the practice. The problem is mainly an ethical one and it is 
not proposed to discuss it here further than to say that the 
practice is usually to be condemned. 


/ 
Periodic Revaluation of Good-Will 

Periodic revaluation of good-will must next be con- 
sidered. This involves a determination as to whether it is 
subject to depreciation. From what has been established 
as the essence of good-will, viz., the ability to earn excess 
profits, it is apparent, as stated in the case Stewart v. Glad- 
stone on page 333, that its value must fluctuate from time 
to time with the earnings of the business. Because of this 
changing and at times doubtful value, some authorities 
advocate its being written off the books periodically, and a 
good many concerns do so write it off. The effect of this, 
so long as there is any value remaining in good-will, is to 
create a secret reserve and this is justified on the ground 
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of conservatism. ‘The practice is not reprehensible, though 
usually to be discouraged. 

The weight of authority is to the effect that all purposes 
are best served by allowing it to remain always on the books 
at cost. There is no logical reason for writing it off. When 
profits are large, good-will is a very real asset. To write it 
off then is not logically consistent. When profits are small 
and good-will is accordingly of less value than before, it 
would hardly be logical to write off any amount less than its 
decreased value, yet the profits at such a time are rarely 
sufficient to stand so heroic a treatment. 

As was stated above on page 330, all intangible assets 
should be examined carefully by a prospective purchaser as 
to the values at which they are being carried. 

Good-will, because of the improper and misleading uses 
to which it has so often been put, is never above suspicion 
and its value should not be taken without close investigation. 
If it really exists, the profit and loss record will show it. 
That should guide as to its valuation and not the value 
carried on the balance sheet. Accordingly, since the asset 
does not depreciate but only fluctuates in value, and since 
it is neither prudent nor consistently possible to take these 
changing values onto the books, the best course for all 
purposes seems to be to retain good-will in the accounts 
always at its cost figure. 

The above considerations as to the depreciation of good- 
will apply with almost equal weight to the depreciation of 
trade-marks, 

In closing this chapter attention should be called to the 
fact that the term ‘‘going value”’ is used in the case of pub- 
lic utility companies in much the same way as good-will. 


CHAP VERA LX 


LIABILITIES ON THE BALANCE SHEET: 
CURRENT AND CONTINGENT LIABILITIES 


Form and Valuation 

The problem of handling liabilities on the balance sheet 
is usually not so complicated as that of assets. The ques- 
tions of arrangement, form, groups, and suitable nomen- 
clature have in the case of liabilities an equal or even greater 
-importance than that of the assets, the governing principle 
being clearness and fullness in the information given, with 
due regard to the purpose and intended use of the balance 
sheet. 

The problem of valuation, which assumes great impor- 
tance in the treatment of the assets, has normally little or no 
significance in the consideration of liabilities. This is due 
to several causes. In the first place, human nature being 
what it is, there is normally little danger of an overstatement 
of liabilities; they are usually sufficiently large, and no de- 
sire exists to make them appear more than they really are. 
Secondly, and likewise based on human frailty, while a con- 
cern may desire to undervalue its liabilities, the other party 
to the liability, the person holding the claim, can usually be 
depended upon to press his claim with sufficient insistence 
as to make the concern aware at all times of the amount of 
its liabilities. 

From the viewpoint of a going concern, while all business 
experience points to a decrease and a necessary diminution 
in the values at which certain assets may appear on the 
books, no such diminution in the value of liabilities can be 
looked for; as legitimate claims must be met if a business is 
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to exist as a going concern. Similarly, there is normally no 
tendency to inflate the liabilities by the inclusion of items 
which do not rank fully in this class—intangible liabilities 
seldom find place in any balance sheet. 

On the other hand, there is frequently a very real hesi- 
tancy about the inclusion of some liability items until their 
claim becomes urgent or their full liability status becomes 
determined. Occasionally, and usually with ulterior intent, 
the liabilities may be inflated in value and items included 
therein which are fictitious; but our present concern is not 
with such conditions. 

The one principle underlying the showing of both assets 
and liabilities is that their true status should be indicated. 
As applied to liabilities this means that they should be shown 
not only in correct amount but also in their true light, viz. : 
that all facts bearing on their relation to the business which 
ought to be known properly to judge conditions must be 
stated. The chief problem in handling liabilities is, therefore, 
how to show and list them so as to accomplish this purpose of 
truth and usually the further purpose of full truth. Ina 
consideration of this problem, the auxiliary one of the in- 
clusion of doubtful items among the liabilities will also 
receive consideration. 


Arrangement on Balance Sheet 


As to the classification and arrangement of liabilities on 
the balance sheet, it may be stated in a general way that 
whatever classification and arrangement are adopted for 
the assets, the liabilities should be shown similarly. For 
most purposes a standard grouping under the captions, Cur- 
rent, Deferred Income, Fixed or Funded, will suffice. The 
order of the groups as given here follows the order given for 
theassets. This is desirable for purposes of easy comparison, 
because in this way current liabilities are brought into juxta- 
position with the group of assets to which current creditors 
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must look for payment of their claims; and fixed liabilities 
and capital are opposed to the assets in which for the most 
part they have been invested. 


Items within Groups 

Arrangement within the group may be attempted on the 
‘asis of relative degree of liquidity of the items. This, 
however, is not always determinable nor is it an end to be 
sought; the chief desideratum is to show items in the main 
group to which they properly belong. 

The manner of listing the items within the group is not a 
question of relative order so much as it is of nomenclature 
and clearness of expression. Thus, desirable and valuable 
information would be given by a separation of the items to 
show (1) those past due; (2) those due but not payable be- 
cause of their credit term; (3) those neither due nor payable, 
such as accruing items; and (4) contingent liabilities.* It 
may be remarked that such an analysis is seldom seen on the 
ordinary balance sheet. Corporations which have to report 
to a regulating body may be required to give more informa- 
tion concerning their business than those not so regulated. 
For internal use the suggested analysis has undoubted merit. 
For public use, it is neither necessary nor usually desirable 
that the information be given in that form; a showing of the 
items under the usual titles within the group to which they 
properly belong being here deemed sufficient. 


Cancellation of Liabilities against Assets 

Occasionally the practice is met of cancelling the lia- 
bilities, or some group of them, against corresponding assets, 
showing only the net assets remaining. Thus, Current 
Assets less Current Claims might appear as an item among 
the assets. Even for publication purposes this would not 
be deemed sufficient; for the outsider as a prospective 


* P. J. Esquerré, in ‘‘Applied Theory of Accounts.” 
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creditor or investor has a right to judge for himself the 
relative sufficiency of the assets to meet the claims of credi- 
tors. No basis for such judgment is offered bya cancellation 
of the one against the other with a showing of the net amount 
only. A somewhat analogous situation arises in the double- 
account form of statement used by some English companies. 
Here, the capital assets are canceled against the capital and 
fixed liabilities and only the net surplus—usually of capital— 
appears in the balance sheet proper. The criticism is not so 
pertinent here, however, because almost invariably the bal- 
ance sheet is accompanied by the so-called capital account 
which shows the full detail of the net item in the balance 
sheet. So also, the practice is often condoned wherever an 
accompanying schedule shows the full facts as to assets 
and liabilities. As a matter of principle, it should be con- 
demned because accompanying schedules do not always 
‘faccompany.”’ 


Inventory of Liabilities 


The principle of showing the full truth as to the liabilities 
raises the problem of the complete inclusion or inventory of 
the liabilities. Under this will be considered any adjust- 
ments that must be made in the book record in order to show 
the true state of the liabilities, and also the proper treatment 
of contingent liabilities so as to show their relation to the 
state of the business. 

The adjustment of the book record is not usually com- 
plicated. Thenecessary data are for the most part available. 
All that is required is an analysis of each item to determine 
what, if any, adjustment is needed to bring the books to a 
true statement of conditions as on the date of the balance 
sheet. These adjustments fall into six main groups, only 
two of which appear among the liabilities, while one of the 
others is often based on information obtainable only from an 
analysis of the liabilities. These groups are: 
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Accrued Expenses 
Deferred Income 
Deferred Expenses 
Accrued Income 
Valuation Reserves 
Merchandise Inventory 


ee eee 


The first three groups are discussed below, as well as 
another analogous group. | 

Accrued Expenses. These expenses comprise the lia- 
bility existing at the close of a fiscal period because of ex- 
penses incurred but notsettled for and oftentimes not yet due. 
Information as to these may be gathered—not in complete- 
ness however—from an examination of the various expense 
accounts and a somewhat intimate knowledge of the opera- 
tions of the business. Unless a record is kept of all services 
being rendered to the business, it is very easy to omit some 
items of this kind. These will be discussed in detail under 
“Current Liabilities,’’? page 350. . 

Deferred Income. ‘This income comprises the items of 
income received in advance of the full performance of the serv- 
ice required to earn it. In cases of this kind there are in the 
possession of the business certain assets which must be used 
to perform the service not yet completed in order to entitle 
the business to the full enjoyment of the income. That ts, 
the property of the owners is liable for the service not yet 
rendered. Also, in order to make a correct showing of 
results as between the current fiscal period and the next, 
this unearned income must be carried forward for credit in 
the period in which the service is performed. 

Premium on Bonds. Somewhat analogous to deferred 
income is the item of premium on bonds. As indicated in 
Chapter XV this is preferably treated as a direct deduction 
from the periodic interest payments on the bonds, because 
the bonds were marketed at a rate higher than the interest 
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rate prevailing at the time of their flotation. Inasmuch as 
the premium must be spread over the life of the bonds, its 
unexpired portion will appear as of the nature of deferred 
income at all intermediate stages. A more detailed showing 
of this is given in Chapter XX, in the discussion of the lia- 
bility, bonds. 

Deferred Expenses. "These expenses have been explained 
in detailin Chapter XIV. Here it is to be noted that, while 
this group of adjustment items is always an asset, for the 
proper determination of deferred interest an examination 
of the liability, notes payable, is often necessary. Notes 
payable given for a loan at the bank, or given to a creditor, 
with prepaid interest added to the principal of the debt as 
a part of the face amount of the note, will give the data for 
calculation of the amount of interest or discount to be de- 
ferred to later periods. 


Contingent Liabilities 

As stated above, the second group of items under the 
head of inventory of the liabilities is that of contingent 
liabilities. It is taken for granted that all items which on 
the date of the balance sheet have assumed a status of full 
and direct liability will, of course, appear as such on the 
books. Here, all that can be said without trespassing on the 
distinctive field of auditing, is that all such items must ap- 
pear. For the method of detecting their omission, whether 
omitted with fraudulent intent or through carelessness and 
inaccuracy, the student is referred to a standard work on 
auditing. 

We have here to consider, however, a group of items 
the status of which is one of suspended or indeterminate 
liability. Expressed otherwise, they are items concerning 
which it is hoped—it may be even expected—that the busi- 
ness will never incur liability but for which in the event 
of certain happenings liability must be assumed. There are, 
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of course, degrees of contingency, ranging from almost cer- 
tainty to negligible remoteness. It would seem that no 
business man would omit the almost certain type from his 
books, and in case of doubt prudence demands that decision 
be rendered in favor of at least the greater probability. 

Yet there is often seen a failure to book even the liability 
on account of goods purchased and shipped, but not received. 
If it is argued that the liability is not fully established until 
receipt and acceptance of the goods, every manager knows 
that non-acceptance of purchases is the exception, not the 
rule. On the other hand, upon receipt of consigned goods to 
be sold on account of a principal, no liability except to exer- 
cise ordinary care usually attaches to a broker until some 
part of the goods has been sold by him. Between these two 
extremes are many shades and degrees of probability, all of 
which in some cases are recorded as liabilities; in others none 
are so recorded. The importance of the information as to 
contingent liability on account of notes receivable discounted 
and discounted acceptances is now accorded general recogni- 
tion. As to liability under court judgments awaiting appeal, 
guarantees of work and product, deposits made on contracts 
or bids—these and other similar matters will be treated fully 
in following pages. 

These, then, constitute the main problems in connection 
with liabilities on the balance sheet. The group of current 
liabilities will now be considered, followed by a discussion of 
the nature of contingent liabilities. 


CURRENT LIABILITIES 


Notes and accounts payable, using the terms broadly, 
constitute practically all of the current liabilities. Not all 
notes nor all accounts payable are, however, current items. 
The term ‘‘current’’ cannot be standardized; it varies and 
will perhaps always vary according to customs and practices 
in any particular trade. In the main, the 90-day period may 
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be taken as the average. That is, on the given date of the 
balance sheet a knowledge of the debts that must be met 
within the next 90 days is a minimum of necessary informa- 
tion for the purpose of judging business condition, particu- 
larly so far as concerns the credit extended to it. Whena 
balance sheet is submitted to the bank as the basis for credit, 
other data concerning notes payable are usually called for— 
such as notes given for merchandise, notes negotiated to own 
banks, notes otherwise disposed of. The Federal Reserve 
Bulletin for April, 1917, under the title ‘‘ Uniform Accounting 
a Tentative Proposal’’ suggests for balance sheet presenta- 
tion a list of notes analyzed as to acceptances made for 
merchandise or raw material purchased; notes given for 
merchandise or raw material purchased; notes given to banks 
for money borrowed; notes sold through brokers; notes given 
for machinery, additions to plant, etc.; notes due to stock- 
holders, officers, or employees. R. H. Montgomery* sug- 
gests a division of notes into the groups: notes issued for 
merchandise; notes discounted by own banks; notes sold 
through brokers; and demand loans. He suggests further 
that an additional separation into notes accompanied by 
collateral and notes with which no collateral is given would 
be desirable. 

From the above it is seen that the present tendency of 
bankers is to insist on a full statement of essential facts 
needed to pass intelligent judgment as to the exact status of 
affairs. Even in the case of balance sheets, the accuracy of 
which has been certified by someone, some bankers require a 
certificate as to the character of the certifier unless he is well 
«known. More and more is the fact being recognized that 
legitimate business has nothing to fear and much to gain by 
making a full and free statement of exact condition, and that 
the sooner business supported by fraudulent statement is 
eliminated, the better will it be for legitimate enterprises. 


* In ‘‘Auditing—Theory and Practice.’’ 
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In certain cases, however, the interests or purpose of a busi- 
ness would not be well served by the detailed information 
demanded by the banker and, here as elsewhere, no specific 
rule can be laid down other than that the purpose should in 
all cases govern the form and particularly the amount of 
detail. 


Loans from Bank 

In connection with advances from the bank it should be 
noted that the banker does not expect to become a permanent 
partner in the business, but that one of his legitimate func- 
tions is to furnish funds for seasonal fluctuations. Often- 
times a concern does not start with enough capital to carry its 
load of maximum trade, from the fear that advantageous 
investment of surplus funds during the dull season will not 
be possible. It may rightly expect its bank to furnish funds 
for this purpose when expenses are heaviest, and to await 
repayment of the loan out of the income, as accounts are 
collected after the peak of the seasonal trade is passed. 
This is one of the fields of legitimate banking and the banker 
has a right to whatever information is necessary to assure 
himself that his aid is being put to proper use. 


General Classification of Notes 

For general purposes, a separation of notes into notes for 
trade purposes and notes for other purposes is desirable. 
Trade purposes would be limited to merchandise purchases 
and loans for working capital. Other purposes would be 
long-time loans, purchase money notes often secured by 
mortgage on equipment, and notes of officers and employees. 
These last would best be classified by their showing as fixed 
rather than current liabilities. 


Accounts Payable 
The use of the term, accounts payable, to cover only 
ereditors for stock-in-trade and other trade purposes is too 
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indefinite and inaccurate, the term being too comprehensive 
andinclusive. The considerations applying to trade debtors 
have equal weight in requiring the use of the term trade 
creditors for the purposes mentioned above. Accounts 
payable to trade creditors are usually the current items, 
whereas those payable to stockholders, officers, etc., and 
those due to a parent or holding company are more or less 
fixed, as there is usually no particular urgency as to the time 
of their payment. An analysis of trade creditors into “‘not 
due” and ‘‘past due’’ will at least bring out the information 
as to neglected discounts and some idea as to the amount of 
cash needed to pay off debts and to secure their discount. 

There is no necessary relationship between accounts and 
notes payable, nor any significance in their relative amounts. 
In some trades notes are given in order to obtain the dis- 
counts; in others notes are given at the date of purchase of 
the commodities. 

Deposits. Another group of accounts payable of a more 
or less current type consists of deposits of various sorts. 
The business may accept deposits from customers or em- 
ployees for various purposes. Consumers’ deposits with 
gas and electric light companies as guarantee to cover pay- 
ment of bills and possible damage to meters or other company 
property; deposits covering locker privileges, breakage of 
materials, keys issued, and the like, are examples of this 
kind. These deposits are seldom all claimed at any one time; 
experience only can indicate the necessary financial provi- 
sions to be made currently for them. In some instances 
there is an accruing liability on account of interest on these 
deposits which must also be cared for. 

Guarantees. Sometimes goods are purchased and only 
partly paid for, a portion of the purchase price being retained 
as a guarantee of quality until opportunity is given for ade- 
quate examination and acceptance or rejection. Similarly, 
in the case of construction work done by contract or sub- 
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contract, the owner—or, if a subcontract, the general con- 
tractor—retains a certain percentage of the contract price 
as a guarantee of performance of the whole according to con- 
tract agreement. This lability for the portion retained is a 
current liability, as a usual thing, and is to be listed under 
accounts payable with suitable subtitle. 

Long-Term Notes. Long-term notes and accounts, bonds, 
and other fixed liabilities become current as their maturity 
closely approaches and provision for payment must be made. 

Future Deliveries. On the border lines between contin- 
gent and full liabilities may be classed the liability because of 
goods purchased with long future dating. This is sometimes 
allowed by a seller to secure warehouse room for new product. 
It is undoubtedly best to set up both the asset and the lia- 
bility, even where the goods have not yet been received. 

Consigned Goods Sold. The factor’s real liability on ac- 
count of consigned goods sold should, of course, be shown as 
a current liability, offset by any claims for expenses incurred 
on account of the consignor and any accrued commissions 
earned on sales to date. 

Dividends Not Yet Paid. Another item belonging to 
accounts payable is dividends declared but not yet paid. 
Though it may be the custom of a company always to de- 
clare a dividend on a given date, no liability is incurred on 
account of dividends until they are actually declared. Upon 
declaration of a dividend the company makes itself liable to 
stockholders for the amount of the dividend. This liability 
ranks as an unsecured debt on the same footing as unsecured 
liabilities to other creditors. The dividend liability in large 
part is usually soon liquidated. Any unclaimed dividends con- 
stitute a liability until claimed or authority is given for other 
disposition. Theitemis usually small and is best shown asa 
current liability even though the chance of its being claimed 
may beremote. The method of handling and safeguarding 
the dividend transaction is treated in Chapter XXIV. 
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Accrued Expenses 

The final item to be considered among the current lia- 
bilities is the group of accrued expenses. These constitute 
such items as wages, salaries, rents, royalties, expense sup- 
plies purchased but unpaid for, interest, advertising, sales 
commissions, traveling expenses, freights, water and other 
taxes, etc.—in fact, all services which have been rendered the 
business previous to the date of the balance sheet but which 
on that date are unpaid. These usually comprise the most 
urgent of the ability items and so are properly classed as 
current. There is seldom any business in which items of 
this kind are not encountered and, as stated on page 343, 
a careful examination of the records and familiarity with the 
business is needed to secure a full statement of them. 

With regard to some of these items, difference of opinion 
exists. It is argued that until the amount of the liability 
is known, no real liability can be said to exist. Thus, taxes 
for the current year may not be known until the following 
year. Proverbially taxes are as certain as death, and there 
would seem to be no unreality or contingency about their 
incidence. As the current year passes by, the accounts 
should include a charge for taxes. Since the real amount is 
not known, it must be carefully estimated; for any difference 
must be taken up when the real amount becomes known, and 
so may disturb and somewhat invalidate the results for com- 
parative purposes. Because of the fact that the current 
amount is an estimate, the title given the lability thereunder 
is sometimes called “‘Reserve for Taxes”’ rather than ‘‘Ac- 
crued Taxes.” No matter what the caption may be, it 
should usually be listed as a current liability. 


Booking of Accrued Expenses 

As in the case of deferred expenses, so in the booking of 
accrued expenses, in some quarters it is thought highly 
unscientific to record both the expense and liability elements 
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in the same account at the time of adjusting the books. Use 
is made of a separate liability account entitled ‘‘Interest 
Accrued,’’ for example. When so used immediately at the 
opening of the new period, this account is either transferred 
to the expense account where it will act as an offsetting 
credit to the expense when paid, so automatically reducing 
the amount to the part properly applicable to the new period; 
or the account may be allowed to stand untouched (and 
therefore having no real significance) till the end of the next 
period when only the difference between it and the new 
amount accrued is made the basis of the new adjusting entry. 
Both these methods, while securing a more evident separation 
of the expense and liability elements, do so only at the cost 
of a needless multiplication of accounts and work. To one 
acquainted with the significance of bookkeeping methods, 
the old way of treating the liability element as an inventory 
in the expense account makes a definite allocation of the 
two elements, and does so with less burden on the bookkeeper 
and is to be preferred in most cases. 


Deferred Credits 

Deferred credits, as already explained, are analogous to 
current liabilities in that they represent unearned income. 
The enjoyment or earning of this income requires the render- 
ing of certain services which are a claim on the current assets. 
In this sense, then, they belong to the current liability group, 
for the payment of which the current assets must be avail- 
able. 


NATURE OF CONTINGENT LIABILITIES 


Statement of Contingent Liabilities 

As stated on page 345, contingent liabilities range from 
those almost certain to materialize to those extremely re- 
mote. For some purposes a full statement of all such lia- 
bilities is needed to give an adequate view of conditions 
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within the business. For other purposes, so detailed a state- 
ment may not be necessary although usually desirable. The 
Federal Reserve Board requires on a balance sheet submitted 
as the basis for credit a full statement of contingent liability 
as follows: 


Kind of Contingent Liability Amount 


Upon customers’ notes discounted, sold, 

Ow OUNSAWISS traMeMliaaned. 5. oo anascouscceccoanusces ee 
Upon idiratts mecobia ted sie ractereyae oecscc eter oc <meere easy caestsl er me es ees 
NG ACCOM elainkorn saGIONTOANS AMIS. os bosognpaouseocsGo0ne  cdsoos 
POM ouananteesi | sey jeneie sides dag tiatetennatiel: ase uiegee ote eer otek ae SBF gee: 
UpOn Leases. si. <2. castn sn eisapstonye eisiseeg soe ame teat ee Rie ERE Oe ee 
Upon bonds or other obligations of subsidiary companies... = ...... 
Undemcontractsion punchacearran cements ae elite near 
Under agreements iae') tS Gli eek ae ee eee es 
Underipending lawsuits. rca acta renee ae ee 


This company is not a guarantor or indorser of any liabilities or obliga- 
tions of any individual, firm, or corporation, and it is not liable under 
any contracts, bonds, or profit-sharing arrangements, or any other agree- 
ments, and there are no lawsuits pending except as set forth above. 


Sien Company's name here). .-m.1. a Sante eee eee 


N. B. It is most essential that each question be fully answered. 


Full answers to the above inquisition would often prove 
embarrassing but very enlightening. Two additional kinds 
of contingent liability not listed above sometimes exist, viz.: 
that arising out of a call for the unpaid portion of stocks 
owned but not fully paid for; and in the case of a corporation, 
unpaid accumulated dividends on preferred stocks. Some 
of these contingent liabilities require detailed consideration. 


Notes and Drafts Transferred 

The proper method of handling notes discounted, sold, 
or otherwise transferred, and negotiated drafts is given in 
Volume I and will not be repeated here. The showing of 
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these items on the balance sheet is by inclusion among both 
the assets and liabilities, or preferably by inclusion among 
the assets with the liability element shown deducted. When 
a person or firm lends its credit by means of an accommoda- 
tion indorsement, the transaction should be recorded as a 
charge to the accommodated party and a credit to Notes 
Payable if the lability is primary; or to Indorser’s Liability, 
if secondary. In case of primary liability, liability is full 
and must be listed on the balance sheet as a note payable. 
In case of secondary liability, liability is contingent, asin the 
case of discounted notes, and should be so shown on the bal- 
ance sheet. In either of these cases, the practice of cancelling 
the liability against the corresponding asset and by a feat of 
mental dexterity persuading oneself that there is therefore 
no need to show the item on the balance sheet, is a practice 
to be universally condemned. 


Guarantees as a Contingent Liability 

Guarantees are of many sorts—guarantees of product sold 
or work performed, guarantees of the good faith of others in 
meeting their obligations, etc. The transferred note is one 
kind of guarantee. Oftentimes, a parent company may 
guarantee the principal and interest or the interest only of 
the bond or note obligations of a subsidiary. While the 
expectation is usually that the contingent liability will not 
become real, yet experience shows the need of making ade- 
quate provision against it. The recent example of the 
Denver & Rio Grande as guarantor of the bond interest of 
Western Pacific bonds drives home that necessity. In a case 
of this sort provision is best made in the creation of a con- 
tingency reserve, for there is no experience on which to base 
a better estimate. In the case of a policy of guaranteeing 
the quality of a product or its workmanship, after a few years’ 
experience very accurate estimates can be made of the loss 
to be expected therefrom, and at the end of a fiscal period the 
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books can be adjusted on that basis just as they are for taxes. 
A charge to a suitable expense account and a credit to a 
reserve or accrued account comprises the book entry, with 
a listing of the reserve as a real liability. 


Long-Term Leases 

Contingent liability brought about by a lease covering a 
long period may be disregarded if the lease has a marketable 
value sufficient to cover the liability. Otherwise a contin- 
gent reserve should be set up. Liability under the sub- 
letting of a lease is best handled by means of a reserve. 


Purchases for Future Delivery 

Purchase contracts for future delivery, if made at a fixed 
price, may be disregarded unless at the date of the balance 
sheet market value is lower than cost, when a reserve should 
be set up. A fuller statement of the facts shows the trans- 
action among both assets and liabilities. If the contract, 
being speculative, is not at a named price, the showing of the 
reserve is prudent and conservative. 


Pending Lawsuits 

In the case of pending lawsuits, the contingent reserve 
is usually all that is necessary. If the case is on appeal, it 
might in addition be wise to create a fund which would pro- 
vide funds for settlement if the decision is unfavorable. 
Here the item of costs, fees, and accruing interest is usually 
large and liberal provision must be made. 


Stock not fully Paid 


Where shares of stock are held which are not fully paid, 
a liability attaches for the unpaid portion contingent upon 
call being made for it. Showing the stocks at subscribed 
price with the offsetting liability for the unpaid amount as a 
deduction, is perhaps the best method, though there is no 
serious objection to omit mention of it if the stock has in- 
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creased in value, or of using the method of a reserve. Where 
a double liability attaches to stock ownership in case of 
bankruptcy, no notice need be taken of the contingent lia- 
bility so long as the business whose stock is held shows an 
entirely solvent condition. When such is not the case, 
whatever provision seems necessary should be made, even 
to the extent of liability to the full value of the stock held. 


Accumulated Dividends on Preferred Stock 

There is no liability on account of accumulated divi- 
dends on preferred stock until profits have been made out 
of which they may be paid. If the policy of management 
does not allow their declaration at the present time, although 
sufficient profits have been made, the accumulation of divi- 
dends should be shown asa liability. Where the company is 
unable to declare dividends because of insufficient profits, 
mention of the accumulating dividends should be made in a 
footnote as a possible future lability. 


Signature to Surety Bond 

The liability arising through signature to a surety bond 
is a contingent liability resting upon the good faith and honor 
of the bonded party. The practice of personal bondsmen 
is not so prevalent as formerly. Experience shows that the 
liability of the bondsmen may become very real, and not 
only should suitable provision be made for it but its existence 
should be shown on the balance sheet. 


CHAPTER XX 


FIXED LIABILITIES—BONDS AND MORTGAGES 


Nature of Fixed Liabilities 

Fixed liabilities, called also capital, bonded, long-term, 
and funded liabilities or debts, comprise all debts of which 
the date of maturity is some distance ahead and considerably 
longer than that of current abilities. Government regu- 
lating boards, for purposes of standardization, may set a 
minimum life-period for this group of liabilities and any kind 
of debt falling within the period is so classified. Thus, the 
Public Service Commission for the First District of the State 
of New York says: ‘‘Funded debt comprises all debt which 
by the terms of its creation does not mature until more than 
one year after date of creation.’”’ Private undertakings do 
not need such exact uniformity. Any debt the maturity 
of which extends beyond the period adopted within that 
business for current liabilities will usually be grouped 
with the fixed liabilities, there seldom being an intermediate 
group. 


Purpose of Fixed Liabilities 

Fixed liabilities, as distinguished from current, are those 
issued distinctively for the purpose of raising capital. Due 
to insufficient original capitalization, funds may be needed 
for one or more of many purposes. Working capital may 
be required; extensions of plant and market may be desir- 
able; additional equipment and improvement within the 
plant itself may be advisable; the control of the plant of a 
competitor may prove advantageous; it may be deemed wise 
to fund floating liabilities; the refunding of liabilities soon 
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to mature may become necessary; the financial policy may 
dictate the unification of several diverse forms of debt— 
these and other purposes may be served by the assumption 
of long-term debts. | 


Corporation Bonds 


The most common type of fixed liability is the bond. 
As an instrument of credit the bond is limited almost exclu- 
sively to corporations. The purchasing public, interested 
in securities of this kind, looks with suspicion on a long-term 
promise to pay issued by either a single proprietor or by a 
partnership. Such businesses are almost wholly dependent 
on the health and ability of individual owners. During a 
long period of years so many contingencies may arise and 
seriously cripple the business that the long-term debts of 
a partnership or sole ownership have no market, although 
isolated instances of such issues exist. The corporation, 
however, has continuity of life, is not so dependent on 
individuals, and therefore has avenues for the raising 
of funds open to it which are closed to other types of 
organization. 


Nature of Bonds 

A bond may be defined as an instrument under seal 
promising to pay a certain amount of money at a definite 
or determinable future time. From a legal standpoint, 
a bond is a contract setting forth the terms and conditions 
under which the obligation is assumed. Furthermore, it 
is a negotiable contract transferable from hand to hand, 
though in some cases registration is necessary to prove 
ownership in the eyes of the issuing corporation. From a 
financial standpoint, a bond is essentially a long-term 
promissory note. Bonds, as here used, are to be distin- 
guished from the old real estate bond and mortgage. Bonds 
are usually secured by a lien on some definite property or 
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prospect of property, just as the real estate bond ana 
mortgage. The corporation bond, however, is a separ- 
ate instrument, divisible into small parts, whereas the 
bond and mortgage is not usually an instrument of that 
type. 

Corporation bonds are also to be distinguished from the 
surety bonds mentioned in the preceding chapter. These 
latter, as already noted, are instruments whereby individuals, 
firms, or corporations bind themselves as guarantors for 
the conduct of others or for the payment of sums of money 
for which the guarantor is not directly hable. 


Difference between Bond and Real Estate Mortgages 

With regard to the mortgage covering the bond issue, 
points of difference from the ordinary real estate mortgage 
are to be noted. To the ordinary mortgage there are two 
parties, viz., the party obligated and the party accom- 
modated, the obligor and obligee. To the bond mortgage, 
the obligee is a trustee standing in the stead of the numerous 
bondholders who could not conveniently act individually. 
In this trustee the title to the property liened is vested for 
the benefit of the bondholders. The mortgage instrument 
itself is often a model of completeness and comprehensive- 
ness, defining with minute care the relations, duties, rights, 
interests, and status of the issuing corporation, the bond- 
holders, and the trustee under present circumstances and 
all possible future contingencies. 


Kinds of Corporation Bonds 


Since bonds were first issued, perhaps one hundred differ- 
ent kinds have been placed on the market. They all have 
the same fundamental characteristics but differ in minor 
particulars. No universally recognized basis exists for their 
classification, nor is such a basis possible, the use which 
they are to serve determining always the basis of analysis 
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into classes. Thus, in the opinion of a leading authority* 
on the subject bonds may be classified under the following 
heads, according to: 


1. The character of the issuing corporation under 
which are treated: 
(a) Civil loans 
(b) Corporation loans 


2. The security of the bonds under which come: 
(a) First mortgage (second, third, etc.) 
(b) General mortgage 
(c) Divisional 
(d) Guaranteed 
(e) Collateral trust 
(f) Debenture 
(g) Income 
(h) Land grant 
(i) Real estate 
(3) Prior lien 
(k) Consolidated (consols) 

Etc., etc., there seemingly being no limit to 
the descriptive titles that may be used in 
order to indicate some feature of the 
security. 


3: The purpose of the issue, as: 
(a) Improvement 
(b) Construction 
(c) Refunding 
(d) Purchase money 
(e) Unified 
(f) Subsidy 
Ete. 


*“ The Principles of Bond Investment,’’ by Lawrence Chamberlain. 
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4. The conditions incident upon payment of principal 
and interest, as: 


For the payment of interest— 


(a) Income 

(b) Participating 

(c) Unconditional 

(d) Registered 

(e) Registered coupon 

(f) Coupon 

(g) Interchangeable 
Etc. 


For the payment of the principal— 
(a) Premium 
(b) Gold 
(c) Silver 
(d) Straight 
(e) Serial 
(f) Extended 
(gz) Callable 
(h) Optional 
(i) Convertible 

Ete. 


The issuing corporation often distinguishes its bonds by 
means of some descriptive adjectives purporting to classify 
them or indicate their nature. Thus, consolidated first 
and improvement, general and refunding mortgage, first 
mortgage extension, general lien railway and land grant, 
are titles sometimes met, though a simpler title carrying 
also the interest rate is more common, as general mortgage 
4’s of 1965, C. & A. 5’s, Toledo Light & Power 4’s, etc. 
As listed on the exchange the title usually gives the name 
of the issuing corporation (1.e., the obligor), the distinctive 
name of the bond, and its interest rate. 
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Bonds rank very much as mortgages do in the priority 
of their liens. A first mortgage bond has a first lien on the 
property securing it; a second mortgage bond has a second 
lien and its claim is said to be junior to that of the first. No 
attempt can here be made to explain the distinguishing 
features of the above-named issues. Attention is called 
to them only because the reader of a balance sheet—an in- 
vestor or prospective creditor—often must have a knowl- 
edge of the various classes of bonds and a detailed knowledge 
of the conditions of particular issues. It is obvious that 
the accountant should have a knowledge of the particular 
issues of a business in order intelligently to draw up a balance 
sheet and make a report thereon. 


Authority for the Issue of Bonds 

A corporation has generally a charter right to issue 
bonds for the purpose of securing money, acquiring property, 
or in payment for labor or financial services rendered. The 
exercise of this right may be curtailed by, or be dependent 
upon, authority from a regulating body. Within the cor- 
poration itself, the right to issue vests in the stockholders. 
In some cases a majority vote suffices; in others as many as 
three-quarters of the votes may be required to authorize the 
issue. The directors themselves may, upon proper authoriza- 
tion from the stockholders, make the actual issue, and usually 
the initiative for a bond issue comes from them because 
they have intimate knowledge of the business and its needs. 


Financial Considerations Involved in Issue 

Financial considerations involved in the determination 
to issue bonds may be reviewed briefly. It is interesting to 
note that the bond has been used very extensively as a means 
of securing capital. Thereis, however, no necessary relation- 
ship between the amount of capital raised by stock issues 
and that raised by bond issues. The sale of additional 


362 ACCOUNTING—THEORY AND PRACTICE 


stock or of bonds or other similar securities is the main 
source of corporation funds for capital purposes. Some 
concerns have obtained approximately one-half of their 
capital through the issue of bonds. Percentages of capital 
so raised ranging from 15% to 40% are not uncommon. 

The manner of raising capital is largely a matter of 
credit, expediency, and the question of fixed operating 
expenses. It rarely happens that bonds carry with them 
the privilege of voice in the management of the corporation’s 
affairs; that is usually limited strictly to the shareholders. 
Accordingly, the issue of bonds instead of additional stock 
does not interfere with the management or control of the 
concern—so long as the contract requirements of the bond 
issue are adhered to. 

Because of the definiteness of the income on bonds and 
usually the greater security of the principal, bonds may 
often find a market where stocks would not. On the other 
hand, if the stock can be marketed as advantageously as 
the bonds, no definite dividend rate is necessarily attached 
tothem. The price at which stocks may be marketed, aside 
from the features of extra inducement which might influence 
the market, depends largely upon the prospective income 
rate judged mostly by what the company has been able to 
do in the past and any features of present condition or 
expected future condition which might influence the earn- 
ing capacity of the corporation. Therefore, unless a divi- 
dend rate a little higher than the current interest rate is in 
prospect, the company usually finds it difficult to market 
its stock advantageously. 


Bonds versus Stock Issues 


The bond market furnishes opportunity for investment 
to quite a different class of people from those interested in 
stocks. Security, conservatism, and a definite income are 
the main elements desired. Thus conditions may oftentimes 
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be such that one market or another may be more favorable 
for absorbing an issue of securities, dependent on conditions 
in that market as much as on the credit and standing of the 
issuing corporation. 

Aside from these points which are usually given consider- 
ation, is the question of how heavy are the fixed charges 
the corporation can carry. While from the investor’s view- 
point an income at a fixed rate is highly desirable, from the 
corporation’s point of view it may impose so great a burden 
as to eat up all the profits. The bond interest constitutes 
a fixed charge deductible before the determination of profits. 
In case of failure to meet the bond interest, the mortgage 
covering the bonds is subject to foreclosure. Upon fore- 
closure at forced sale values always shrink greatly, often- 
times the shareholders lose their entire interest in the 
company, and all the net assets may be taken to satisfy the 
claims of the bondholders. As compared with an additional 
issue of stock—common or preference shares, as may best 
meet the situation—a bond issue may thus be of doubt- 
ful value. One of the knotty problems upon a reorganiza- 
tion following insolvency is that of lowering the fixed 
charges by converting some of the bond issues into preferred 
stocks in order to prevent the recurrence of operation at a 
loss and so of inability to meet bond interest. 


Accounting for Bond Issue 

Accounting for the bond issue presents much the same 
problems as those connected with an issue of stock. Inas- 
much as most corporation issues are sold in block to a banker 
who in turn markets them to the investing public, often 
through a syndicate (or the process may be one of under- 
writing), there is usually no need for detailed subscription 
records and accounts. In the case of coupon bonds no 
record of individual ownership is required because the 
bonds pass by delivery, possession evidencing ownership 
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and the interest coupon being payable to bearer. In the 
case of registered bonds, a record of individual holdings must 
be kept similar to the record of stockholders. The party 
in whose name the bond is registered on the company’s 
records is the prima facie owner to whom the periodic interest 
check is also sent. If the bond is registered as to principal 
but bears coupons for the interest, records of individual 
ownership are also required here. 


Entry of Issue on Books 

Placing the bond issue on the books is accomplished 
by either of two methods. Assuming an issue of $500,000 
of first mortgage 5% bonds of which $350,000 are sold at 
par for cash, the balance remaining unissued for the pres- 
ent, the entries would be: 


First Method 


(1) Unissued First Mortgage Bonds.......... $500,000.00 

First Mortgage Bonds Payable.... $500,000.00 
(2) Cas lic Sac 5 eek a Oa en mE oer eee 350,000.00 

Unissued First Mortgage Bonds... . 350,000.00 


Entry (1) is used to make a memorandum entry of the 
authorizedissue. Entry (2) shows the amount sold for cash. 
The balance in the Unissued Bond account is treated as an 
offset to the Bonds Payable account. Sometimes the title 
‘“Treasury Bonds”’ is used instead of ‘‘Unissued,’’ but the 
term is apt to be misleading because of the restricted mean- 
ing given the word in connection with treasury stock. 


Second Method 


(3), 1 \Gashics:9e%3 Snel: Sf soe eee oe era bere $350,000.00 
First Mortgage Bonds Payable..... $350,000.04 


Under the second method, the desired information as to 
authorized issue would be carried parenthetically in the 
account title. At the present time the tendency is to de- 
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precate an unnecessary multiplication of accounts as is 
brought about through the use of memorandum accounts. 
The second method is therefore the preferred method and in 
its operation brings onto the books the same information 
as the first method. 


Entry of Premium or Discount on Books 


Bringing the bond premium or discount onto the books 
is accomplished in the same manner as for stock. Thus, 
using the above data and assuming $100,000 of the bonds 
sold at 101 and the remaining $50,000 at 9934, the entries 
would be, illustrating only the second method: 


(ERY -CEEISTITES ROR A Bie nie ue naa ve So saa ERNE $101,000.00 


First Mortgage Bonds Payable..... $100,000.00 
Premium on First Mortgage Bonds 
IRENV ENO ENS oles Beran ab oe re toee 1,000.00 
(Cah, CASTS PE a eater Sas Tne 909,750.00 
Discount on First Mortgage Bonds Payable 250.00 
First Mortgage Bonds Payable..... 100,000.00 


Subsequent handling of the premium and discount ac- 
counts will be shown on page 368. 

Bonds may be issued for cash or property, as in the case 
of stock. Unless there is evidence to the contrary, when 
bonds are issued for property they are brought onto the 
books at par value, the courts holding here as with stock 
that the parties to the transaction (usually the corporation’s 
directors) are in a better position to judge the value of the 
property taken over than anyone else. This oftentimes 
results in an inflation of property values—an injection of 
water—and should not be countenanced where a true basis for 
determining the value of the bond is offered. Thus, if almost 
simultaneously with the issue of the bonds for property, 
some are sold for cash, the cash price received would usually 
be a fair basis for booking the premium or discount on those 
issued for property. The sale for cash must be a bona fide 
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sale in the open market if it is to represent the market’s 
judgment of the offering. Sometimes an objection is raised 
to a Bond Discount account appearing on the books; hence 
the practice, wherever possible, of charging the discount 
against some asset account as a part of the cost of that 
asset. When the true nature of bond discount or premium 
in its relation to the periodic interest charge is appreciated, 
the objection has no weight. 


Entry of Interest Payments on Books 

Booking the payment of the periodic interest is accom- 
plished by a charge to Bond Interest and a credit to Cash. 
This interest should never be entered in the regular Interest 
and Discount account. If the bonds are coupon bonds with 
the coupons redeemable through a designated trust company, 
a check for the full amount of the interest on the outstand- 
ing bonds should be issued and booked as above. If the 
coupons are redeemable at the company’s office, an entry 
debiting Bond Interest and crediting Coupons Payable should 
be made, to record the interest charge and the liability 
therefor. As the coupons are redeemed, Coupons Payable 
is charged and Cash credited, any balance remaining in 
Coupons Payable account representing the liability existing 
because of coupons not yet presented for redemption. Inthe 
case of bonds registered both as to principal and interest, the 
interest checks made payable to the registered parties consti- 
tute a charge to Bond Interest and a credit to Cash. It is 
sometimes advisable to transfer by one check the total bond 
interest payable to a special bank account and issue the 
individual interest checks against this fund. Whenever 
the books are closed it is always necessary, unless the end 
of the fiscal period coincides with the bond interest date, 
to take account of the accrued bond interest as on that date. 
The adjusting entry here is similar to that for any accrued 
expense. 
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Relation of Bond Interest to Premium or Discount 

The main problem in connection with accounting for 
bond interest is that of the relation between bond premium 
or discount and the periodic bond interest. At practically 
any time in the market there is a rate at which the bonds 
could be sold at par. This rate is known as the effective 
rate. If a company puts an issue of bonds’on the market 
at a higher rate than this, the market will offer a premium 
forthem. The amount of the premium will be, theoretically, 
the present value of the periodic sum represented by the 
difference between the stated bond interest and the effective 
interest, these periodic payments extending over the life 
of the bond. In other words, the premium represents the 
price paid to buy the additional interest, dollar for doar, 
on a compound interest basis. The premium is therefore 
not an earning, an item of income, but is an offset to the 
excess bond interest. The portion of it applicable to each 
period represents the excess interest which deducted from 
the bond interest shows the real or effective cost of the money 
borrowed and to be paid back. Thus, the bond interest 
rate based on the money actually received, i.e., par plus 
premium, is exactly the same as the market or effective 
rate on par. In other words, the corporation is paying for 
its actual borrowings simply the current market rate of 
interest. 

It is therefore incorrect to show on the books the cost of 
the loan at any other figure than the effective interest. The 
actual periodic payment of interest is, however, at the 
bond interest rate. This must be brought down to the 
effective rate by application to it of a portion of the premium 
which represents the sum paid for the privilege of receiving 
the higher rate of interest. Similarly, bonds are marketed 
at a discount when the bond interest rate is lower than the 
market rate prevailing on similar security at the time the 
bonds are floated. This may be looked upon as a payment 
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by the company in lump sum to compensate a purchaser 
for the difference in the income on the bond and what he 
might obtain on the open market. The discount should 
be applied, therefore, periodically to bring the cost of the 
loan up to its true figure, viz., the market or effective rate. 
An illustration will clarify the points of the above discussion. 


Example of True Interest Cost 

Assume a 7% bond, interest every six months, payable 
in 25 years (50 periods), par $1,000, sold in a market whose 
prevailing interest rate is 6%. By the method developed 
on page 273, the value of such a bond is found to be $1,128.- 
6488, the premium being $128.6488. At the effective rate 
the real cost to the issuing company is 3% on $1,128.6488, 
or $33.8595. The actual sum paid as interest is $35, 1.e., 
316% on $1,000. The difference between the effective and 
actual bond interest, or $1.1405, is the portion of the pre- 
mium to be used that period in order to reduce the amount 
of actual interest paid to the real or effective cost of the loan. 
The bookkeeping entries are: 


(6); «Bond olnterestiv-1 2 soak meme eects atiiete, Mae eka $35.00 
LOPGStAs Copa Bitnowe Wowie ed SES ESTAS SUES, 6 $35.00 
(Gh IPkstaaieruGra AONE, sa bccocoon sedi noowMDobOeEe T.I4 
Boridsinteresthpaneeeee emer aa i IBA 


Similar calculations and entries for each of the succeeding 
49 periods would be made, the application of the effective 
rate always being, of course, to the amortized value of the 
bond as on that date. This process is called scientific 
amortization of the premium (or discount) of the bond. Its 
effect is readily seen to be to spread over the life of the bond 
the premium (or discount) and so not to take credit for it 
in a lump sum during the period in which the bond is 
matured. There are four cases to which this principle of 
showing the true interest cost is applicable, as follows: 
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1. A bond sold at a premium to be redeemed at par 
on maturity. 

2. A bond sold at a discount to be redeemed at par 
on maturity. 

3. A bond sold at a discount to be redeemed at a pre- 
mium on maturity. 

4. A bond sold at par to be redeemed at a premium 
on maturity. 


At the close of a fiscal period which does not coincide 
with the bond interest period, not only must the bond 
interest accrued to date be shown as an accrued expense, 
but also there must be so shown the portion of the premium 
(or discount) accrued to that date required to bring the bond 
interest cost down to the effective basis. 


Presentation on Balance Sheet 

The final problem in connection with bonds concerns 
the manner of their showing on the balance sheet. That 
has perhaps been sufficiently indicated. The amount of 
the authorized issue should be short-extended, and the 
amount unissued subtracted therefrom with the net amount 
outstanding full-extended as the significant figure in the 
balance sheet. 


Other Fixed Liabilities 

Real Estate Mortgages. Another item among the fixed 
liabilities is the simple real estate mortgage. This is usually 
called a bond and mortgage, the bond being simply the 
promise to pay and the mortgage being the security for the 
amount of money borrowed. In some states the more 
formal document called the bond is used as a contract 
according to which a named sum is to be paid in case the 
amount borrowed on the mortgage is not paid. This named 
sum is usually the amount borrowed, although in some 
states it is twice this amount. In booking a note or bond 
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supported by a mortgage, the customary title is ‘‘ Mortgage 
Payable” rather than ‘‘Notes Payable’’ which is generally 
understood to be applicable in the main to current liabilities. 
In case the double amount is named in the bond, it 1s not 
customary to take cognizance of the contingent liability 
thereunder. 

Loans on Collateral. Short-time loans are frequently 
made on collateral security. Stocks and bonds, particularly 
of the borrowing company or its subsidiaries, may also be 
made the basis of along-time loan. This may take the form 
of a bond issue, promissory notes, or other similar obliga- 
tions. Accounting for the loan and its showing on the 
balance sheet follow the principles already laid down. The 
title of the loan account should carry the word ‘‘Col- 
lateral’ or other similar term to show its nature. Account- 
ing for the collateral is usually accomplished by a memo- 
randum in the stocks, bonds, or investments account to 
show exactly what securities have been withdrawn for 
deposit as collateral. No further record is needed other 
than a complete list of such securities; the securities are 
still owned by the company, though deposited under a 
conditional contract with someone else. If the loan is 
dishonored at maturity and the securities are sold in satis- 
faction thereof, the necessary entries must be made to show 
the sale of the securities, the profit or loss attendant there- 
upon, and the repayment of the loan. In showing the 
pledged securities on the balance sheet, it is well to present 
the securities in two groups or classes, viz., those pledged 
as collateral for the loan shown contra and those not so 
pledged. 

Short-Term Securities. When the market is not favor- 
able to the issue of long-term securities, because of the high 
rate of return demanded by investors, corporations often 
have recourse in their borrowings to short-term securities 
—usually note issues with maturities ranging from one to 
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five years, two- and three-year terms being the commonest. 
The financial consideration in their issue is merely a specu- 
lation that by the time of their maturity the market will 
be more favorable for the flotation of long-term securities. 
Thus the company hopes at the maturity of the notes to 
free itself from the need of paying so high an interest rate 
as it is required to pay now for the short-term securities. 
These notes may be in different denominations and are 
accounted for just as other notes. On the balance sheet 
they are grouped with the fixed liabilities until within a 
short time of maturity, when they ntust be shown with the 
other current items. 


CHAPTER XXI 
CAPITAL STOCK AND ITS VALUATION 


Problems in Valuation 

The problems in connection with the valuation of the 
assets and the liabilities and the manner of showing them on 
the balance sheet—and in some cases the manner of booking 
them—have been treated in some detail in the preceding 
chapters. It might seem that, inasmuch as proprietorship 
or net worth is determined always by the excess of assets 
over liabilities, no question would arise concerning the valua- 
tion of net worth, its value being automatically determined 
by whatever values are placed on assets and _ liabilities. 
That its value is so determined, that every change in, net 
worth must be reflected in the assets and liabilities, does not 
admit of argument. ‘There are, however, certain phases of 
the question of valuation and certain problems connected 
with it, that, because of their close connection with net worth 
or their direct effect upon it, are best treated under this head 
rather than under the head of each particular asset that may 
be affected. Thus, if treated among the assets, the valuation 
of properties purchased with stock would require, under the 
head of each asset which might be so acquired, an almost 
identical statement of principle. For this reason, some 
problems in valuation have been reserved for treatment 
here in connection with capital stock. 

In addition, there are related problems which concern 
the surplus and reserves. It is true, these all have their 
origin in the general considerations of valuation as given for 
the assets and liabilities. But questions as to what consti- 
tutes a profit, whether all profits are applicable to dividends, 
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the proper treatment of capital profits, the relation of capital 
losses to profits and dividends, the differentiation of the 
classes of reserves, and finally the manner of showing and 
explaining the periodic changes in net worth by means of the 
supplementary statement of profit and loss—all these and 
other similar questions are closely related to the problem 
of valuation and, asindicative of the financial policy of a 
business, may directly affect all going concern values. On 
this account they require separate treatment from that of 
any individual assets and liabilities or group of assets and 
liabilities. Accordingly, the next few chapters will be 
concerned with these problems and any others which are 
relevant thereto. 


Kinds of Stock 


Capital stock is of various kinds—that with a stated par 
value and that without, common stock, various kinds of 
preference shares, debenture stock, guaranteed stock, found- 
ers’ stock, convertible stock, and redeemable stock. The 
student is referred to Chapter I where these various kinds of 
stock are discussed. 


Par, Real, and Market Values 


Capital stock may have several kinds of value, as the 
term value is used. All stock is expressed as so much per 
share. The value mentioned as the stated value of a share 
of stock in the contract of issue is known as the par, face, or 
nominal value. 

The book value of stock is the value of the stock, as shown 
by the books—not the amount carried in the stock accounts, 
but the entire net worth of the corporation divided by the 
number of shares outstanding. Thus, if the assets minus 
the liabilities—the net assets—of a corporation amount to 
$1,500,000, of which $1,000,000 represents 10,000 shares of 
stock of par value $100, and the $500,0C0 is surplus, the book 
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value of the stock is said to be $150 per share. From the 
standpoint of a going concern, this value is also spoken of 
as the real value in the sense that it is represented, dollar for 
dollar, by actual assets held by the corporation. Real value 
is also used to mean liquidation value, the value which the 
net assets upon forced or voluntary sale would realize for 
distribution to each shareholder. 

Finally, there is the market value of stock by which is 
meant the value placed on it in the stock market or wherever 
stocks are dealt in. This value depends primarily upon the 
dividend-earning capacity of the stock, although many side 
issues of fact and opinion affect it. Thus, not only present, 
but past as well as prospective future dividends influence the 
market. At times, particularly in a declining market, the 
financial needs of the holders of the stock may affect prices 
more than the dividend rate of the stock. 

The problem of stock valuation as related to the commer- 
cial balance sheet takes cognizance of only one of these 
values, viz., par value, though each of the othersis related to 
and measured by the showing of values on the balance sheet. 
That par value is not always the true value cannot be con- 
troverted. As already shown, the inclusion on the balance 
sheet of assets of doubtful value is allowed when the doubt- 
fulness of their value is generally recognized and no one is 
thereby misled. Some problems in connection with stock 
values and their inflation on the books will now be discussed. 


Value Dependent upon Earning Capacity 


Upon the inception of an enterprise the problem of stock 
valuation is always bound up with the question of valuation 
of the assets and liabilities, as pointed out above. When the 
asset to be valued is only cash, the problem is not usually 
difficult, as where the capital stock is sold for cash. Where, 
however, the sale is for a property taken over, the valuation 
of the stock is related to the larger problems of capitaliza- 
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tion, with which in turn the valuation of the assets is bound 
up. It seems best, therefore, for an intelligent understand- 
ing of the question to review briefly some of the bases of 
capitalization. 

As indicated above, the market value of any stock is 
dependent in the long run more on the factor of its earning 
capacity than anything else. If investment in a stock nets 
the prevailing income rate on money, that stock will approxi- 
mate its par value. So when determining the capitalization 
of a company which expects to be taken over as a going con- 
cern, the main consideration is not so much its true valuation 
as it is its earning capacity and its ability to pay dividends. 
Thus, if on a cost basis the net values taken over amount to 
$250,000, but past performance and future expectation 
reasonably indicate a capacity to earn a normal dividend on 
$1,000,000, it is very probable that the new company will 
capitalize at $1,000,000. If this sum is actually and in good 
faith paid, little or no exception can be taken to recording the 
value of the plant taken over at $1,000,000. The transaction 
is the result of a bargain. The additional value over cost 
may, in the estimate of the purchaser, represent the true 
value of the good-will or other intangible assets acquired but 
not included in the $250,000 referred to above. Ina bargain 
transaction such as the foregoing, judgment of value is some- 
times wrong; but the buyer can only show the property bought 
at what it cost him at the date of the purchase—whether the 
payment isin cash, stock of a stated par value, or other assets. 


Increase of Book Capitalization 

If, however, the transaction is merely a reorganization 
of the old company by its owners solely for the purpose of 
increasing its book capitalization by bringing onto the books 
an existent good-will or by other means of inflation of assets, 
the result is a so-called watering of the stock. The propriety 
or impropriety of this is chiefly a question of business ethics, 
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and its discussion is beyond the limits and the purpose of 
this volume. It may be said here, in passing, that under 
certain conditions the practice may be entirely proper and 
no inequities may result. On the other hand, the purpose of 
such a reorganization may be fraudulent, in which case it 
frequently works hardship and injustice. The main account- 
ing problem involved when the book capitalization of a 
concern is increased is the method of recording the trans- 
action, so that the true status of affairs will appear unmis- 
takably and any attempted fraud will be shown. 


Capitalization on Cost 

Opposed to the basis of capitalization on earning power 
is that of capitalization on cost. In a case of capitalization 
it is very difficult to know exactly what is meant by cost, as 
there are so many kinds of cost. There is original cost; 
original cost less depreciation; present cost new of an identi- 
cal property, i.e., reproduction new cost; reproduction cost 
less depreciation, etc. In this discussion original cost is 
taken as the basis, less depreciation, or such cost plus a bona 
fide payment for good-will or for the privilege of securing an 
established business. All these other factors may and fre- 
quently do enter into the determination of a bargain and 
sale price and therefore affect capitalization. 

The regulation of the Public Service Commission of the 
First District, State of New York, concerning the manner of 
keeping the capital stock accounts of public service corpor- 
ations, isasfollows: ‘‘To the account for any class of stocks 
shall be credited when issued the par value of the amount of 
stock of that class issued. If such issue is for money, that 
fact shall be stated; and if for any other consideration than 
money, the person to whom issued shall be designated and 
the consideration for which issued shall be described with 
sufficient particularity to identify it; if such issue is to the 
treasurer, or other agent of the corporation, to be by him 
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disposed of for the benefit of the corporation, that fact and 
the name of such agent shall be shown; and such agent shall 
in his account of the disposition thereof show the like details 
concerning the consideration realized thereon, which account 
when accepted by the corporation shall be preserved as a 
corporate record. If the fair cash value of the consideration 
realized upon the issue of any amount of stock is greater 
than the par value of such stock, the excess shall be credited 
to the account ‘Premiums on Stocks’ and the corresponding 
reference thereto shall be contained in the entry relating to 
such stock in the stock account.”’ 


The Law and Stock Issues 

Thus, it is seen that the state takes cognizance of financial 
arrangements and methods of accounting in some of those 
particulars wherein the state is vitally interested. These 
regulatory provisions are usually found in the corporation 
laws of the state or amendments thereto. At the present 
time there are at least three types of such laws: 

Under one type it is provided that, when property is 
taken by the corporation in payment of its shares, the in- 
corporators alone are the judges of the values of such prop- 
erty and that the state’s only duty is to prevent fraud. 
Fraud must be shown by the injured party and usually the 
facts by which this might be established are hidden in records 
to which a stockholder has no access. The remedy is against 
the directors personally. This type of corporation law is 
found in most of the states. 

Under the second type active control of the issue of stock 
is undertaken by the state. This requires an independent 
appraisal and valuation by the state’s experts. This type 
of law is found frequently governing the incorporation 
of public utility companies. It is based on a paternalistic 
theory of state functions not yet recognized as applicable 
to private undertakings. 
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Under the third type, we find the law authorizing the 
capitalization of any and all kinds of property—in the ab- 
sence of fraud, of course—provided that a full statement is 
put on record showing the amount of stock and the exact 
manner in which it is paidfor. The amount of cash received 
must be shown; the property acquired so labeled as to render 
identification possible; and any payments for services or 
other expenses must be shown. The attitude taken is that 
a prospective investor, provided with these facts about the 
company, can make his own judgment as to stock values. 

Thus, we find that practice is not uniform in these re- 
gards. From the viewpoint of theory, any accounting tréat- 
ment of the issue of stock which shows the full facts with 
regard thereto may be considered as meeting all reasonable 
requirements. 


Treatment of Discount or Premium 


Valuing capital stock when issued for cash presents 
no problem in itself, but the treatment of the discount or 
premium incident thereto requires consideration. In most of 
the states and in Great Britain stock cannot be issued below 
par. The manner of nullifying this provision has already 
been referred to in Chapter I. There it was shown how the 
issue of fully paid stock is made for property and how treas- 
ury stock is created by donation, which may then be dis- 
posed of for any price obtainable, without any additional 
liability attaching to it. In most of the states and in Great 
Britain, however, a sales commission is allowed which has, in 
some instances, been used as a cloak for sales at a discount. 
The booking of the discount or premium presents no difficul- 
ties, but the manner of handling it on the balance sheet is 
not uniform. Premium or discount on stock should be 
recorded as such on the books, under titles of definite 
meaning. 

One occasionally hears the argument that the discount 
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on stock is a necessary expense incident to financing the 
company, a sort of ‘“‘cost of getting started,’’ an expense 
without which the enterprise could not be launched; accord- 
ingly the discount should be properly capitalized as a part 
of the property costs. The argument is plausible but not 
convincing. The information as to the discount on stock is 
very necessary to the prospective creditor or investor and 
should always appear as a separate item on the books. To 
the same effect is the ruling of the Interstate Commerce 
Commission that premiums on capital stock must be carried 
on the book permanently unless offset by discounts later 
allowed. Discounts may be extinguished by premiums, 
assessments, surplus, or by the retirement of an equivalent 
amount of stock. 

A premium on stock may be looked upon as similar to a 
capital surplus. It represents a fund of capital originating 
upon the inception of an enterprise, and is in no sense an 
increase of capital, i.e., of net worth, due to operation. So 
far as the law is concerned, there is nothing to prevent the 
return of this surplus to the shareholders in the form of a 
dividend. To treat it as available for ordinary dividends, 
however, would seem not to be in keeping with the manner of 
its origin. Rather should it be set aside as a permanent 
surplus. One requirement in the case of national banks is 
the creation of a permanent surplus equal to 20% of the 
capital, and so, frequently the original subscribers agree to 
take their stock at a 20% premium, this premium providing 
the legal surplus required. In the case of discounts no ac- 
counting principles are violated if they are allowed to remain 
on the books. If there is a surplus from premiums, that 
should be used to wipe off any discounts. In the absence 
of premium or other capital surplus, conservatism usually 
sanctions the use of operating surplus for this purpose, thus 
bringing the value of the net properties owned at least into 
equivalence with the par value of the stock. 
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Valuation of Stock Issued for Property 

The difficulty of valuing stock when issued for property 
has already been stated and the attitude of the laws towards 
any valuation placed on the properties taken over has been 
shown. Nothing further here need be said except to state 
that where also a bona fide sale of a portion of the stock takes 
place for cash at the same time, a fairly reliable basis for valu- 
ing the stock given for the property is offered. It is not the 
usual practice to show the probable discount on the stock, 
although such treatment would be logical and consistent 
with the facts. A similar valuation of the stock might be 
secured by an independent appraisal of the properties taken 
over, but this, if done, is not often made the basis for entry 
on the books. If all the facts are fully recorded, that prob- 
ably is as much as can be hoped for under the conditions now 
prevailing. Undoubtedly the use of no par value stock for 
incorporations of this kind offers the best solution of the 
problem. With regard to booking the properties acquired 
by a stock issue, attention is here called to the method of 
valuation of the individual units by an appraisal committee 
usually appointed from among the directors and the use of 
their findings as the basis for the book entries of the trans- 
action. 


Valuation of Treasury Stock 


In connection with the purchase of properties by stock, 
there often arises the need of working capital. This is 
frequently furnished by the pro rata donation or return of 
some of the stock to the corporation, the sale of which fur- 
nishes the necessary working funds. As illustrated in an 
earlier chapter this donation is booked at the par value of the 
stock, the charge being to Treasury Stock and the credit tu 
Donated Surplus, Donated Working Capital, or other similar 
account. Being true treasury stock, it can be sold at any 
price without liability. It is usually disposed of at a dis- 
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count which must be recorded on the books either as a charge 
to Discount on Treasury Stock account which will later be 
closed against Donated Surplus or as a charge direct to 
Donated Surplus. Thus when the treasury stock is all dis- 
posed of, the net credit balance in Donated Surplus shows the 
real amount of working capital obtained through the dona- 
tion. If not entirely sold, the portion sold gives a fair basis 
for the valuation of the unsold portion, although this value 
is seldom brought onto the books, it being used as a guide to 
financing rather than as an item to be regarded in accounting 
valuation. 


Redemption and Reduction of Capital Stock 

The redemption and reduction of capital stock presents 
a problem of surplus adjustment requiring careful treatment. 
If a corporation has accumulated no surplus of any sort and 
redemption of the stock is at par, no difficulty is met in 
making the entry. If, however, a surplus has been ac- 
cumulated and redemption is either above or below par, care 
must be exercised to record the transaction properly. Re- 
demption at a stated price is sometimes one feature of a 
preferred stock issue. Again the stock may be bought in 
the open market for the purpose of cancellation. Reduc- 
tion of capital, except when made a condition of the original 
issue, cannot usually be accomplished without the consent 
of at least a majority of the shareholders and authorization 
from the state. For the sake of simplicity, assume just one 
class of stock and a surplus in which each share has an equal 
interest. If redemption is at par, the surplus is evidently 
not affected but each share of stock remaining outstanding 
has a larger share in the surplus and so acquires a higher book 
value. 

Redemption of a stock at its book value is accomplished 
by charging capital stock for its par value and surplus for 
its pro rata share in the surplus, the offsetting credit to both 
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these being to cash. The value of the remaining shares of 
stock has not been affected in the least. If redemption is at 
any other figure than book value, not only is surplus affected, 
being increased if the redemption price is below par and 
decreased if above par, but also the value of the remaining 
shares. In the case of different classes of stocks, a careful 
determination of their respectively equitable shares in sur- 
plus would have to be made before the effect on the remain- 
ing shares could be calculated. 

In passing from the question of stock values, it should be 
pointed out that an undervaluation of stock when issued for 
property, though seldom seen in practice, has the refreshing 
effect of creating a secret reserve. That is, property values 
are carried on the books below their actual values and a 
secret reserve is thereby created. A further discussion of 
secret reserves will follow in a later chapter. 


Dividend Stock 

Stock is sometimesissued for dividend purposes. Insuch 
cases, itis alwaysissuedasofparvalue. If profits have been 
earned or a surplus accumulated out of which a dividend 
may be declared, that dividend may be paid in any way the 
corporation sees fit. Payment may be made in cash, scrip, 
or in the shares of the company. If the corporation has 
neither unissued stock nor stock in the treasury, permission 
to increase its capitalization must be secured before a stock 
dividend can be paid. Some corporations, notably financial 
institutions, often make it a matter of policy to accumulate 
a large surplus and then distribute it by means of a stock 
dividend. Declaration of the dividend is made and recorded 
as usual. Record of the payment in stock is made as a 
debit to Dividends account and a credit to Capital Stock. 

The effect of a stock dividend is twofold. From the 
point of view of the management of the surplus it has the 
effect of a permanent investment of the surplus in the busi- 
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ness. Thus it places the accumulated profits beyond the 
control of any future board of directors. If left in surplus, 
a cash dividend might have been declared and the asset 
dissipated to that extent, The stock dividend, however, 
keeps the profits invested in the business in such a way as not 
hereafter to be available for dividends. From the point of 
view of the stockholder, upon the declaration of a stock 
dividend his equity, his proprietorship in the business, is not 
in the least affected excepting that it is divided into more 
parts; he has more shares to represent it than he had before. 
Before he possessed as a community right a pro rata share in 
the surplus. Now the ownership of that share has become 
personal, individual. Each share of ownership thus has a 
smaller book value but each stockholder’s equity is the same 
as before. 


Stock Issued as a Bonus 

The manner of recording stock issued as a bonus with 
bonds or for any other purpose has been illustrated in an 
earlier chapter. Here, attention is called to the effect of 
such an issue in states where stock cannot be sold below par. 
There is no legal bar to the sale of bonds below par. If, 
then, the price received for the bond carrying a bonus of 
stock is at least equal to the par value of the bonus stock, 
there is nothing extra legal in the transaction. However, 
record must be made of the issue of the stock at par, the dis- 
count or bonus being carried as applying to the bond. 

The valuation of stock issued in effecting combinations 
or for labor or services follows along the same general prin- 
ciples as of that issued for property, and the same general 
considerations are pertinent. 


Unissued and Treasury Stock on the Balance Sheet 
When showing capital stock on the balance sheet, it is 
best to treat unissued and treasury stock as valuation items. 
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The reason for this was stated and discussed in Chapter XIV. 
Here the relevancy of showing the unissued stock will be 
considered, asa statement of the outstanding stock is thought 
by some to be all that is required. It has been argued that 
the unissued stock does not in any sense represent an asset 
nor does it show proprietorship. Why not, therefore, leave 
it off the balance sheet statement entirely? It is true that 
an investor, a creditor, or a stockholder is interested in the 
main only in the condition of the business as shown by its 
present assets and liabilities. Unissued stock has no value 
till placed on the market; all that it shows is that certain 
legal requirements have been met authorizing its issue and 
to that extent it has a contingent value which may become 
a real source of capital to the corporation if additional funds 
become necessary. While, therefore, the omission of the 
item entirely from the balance sheet does not affect present 
conditions, it is considered best, in the interest of full infor- 
mation as to the exact status of the company, to show the 
amount of the authorized capital with the amount unissued 
extended short on the balance sheet, the difference being 
the amount outstanding—which is full-extended as the 
significant item, thus: 


Capital Stock Authorized......... $1,000,000.00 
[Resse AmOtuni sO miSSted =: eas 250,000.00 
sMmoyerons (OMS wCHING. oo soscsouedaocuouuese $750,000.00 


A similar showing of the treasury stock is also considered 
best, although good authority can be found for its inclusion 
among the assets. 


Preferred Stock Covered by Redemption Contract 

On the border line between liabilities and proprietorship 
is preferred stock covered by an unfulfilled redemption con- 
tract. Such stock is issued with a definite redemption con- 
tract to become effective at stated dates, and is manifestly 
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different from preferred stock redeemable upon call at any 
time after a named date. In the latter case the option of 
redemption is with the company, whereas in the former case 
the company binds itself to a contract enforceable at a 
definitely stated time. From the financial standpoint the 
wisdom of a company binding itself to a contract enforceable 
some time in the future may be open to question because of 
the inability at the time of issue to foretell the company’s 
condition at the time of redemption; although in this respect 
the condition is practically the same as that confronting a 
company at the time of a bond issue. There is this marked 
difference, however: A bond issue is always a liability and 
continues as such after maturity; but in the case of a stock 
redeemable at a given date, the point at issue is whether the 
failure of the company to redeem automatically changes the 
status of the owner of the stock from that of a proprietor to 
that of an outside creditor. 

‘‘For instance, a corporation sold $750,000 of first pre- 
ferred stock, with a provision for the retirement of $150,000 
annually after a certain period had elapsed. When the 
first instalment became due the corporation was unable to 
meet its obligation. There was no provision in the certificate 
bearing on the treatment of the overdue payment in the 
accounts or the balance sheets. The auditors declined to 
certify the balance sheet until a decision was reached as to 
whether or not the amount represented a liability to be liqui- 
dated as soon as funds were available. So long as this 
possibility existed the position of the general creditors was 
subject to change. Finally it was decided to secure an ex- 
tension from all stockholders and upon satisfactory evidences 
thereof the auditors passed the balance sheet. 

‘‘No general rule can be laid down for the auditor’s guid- 
ance in such cases as this, as each case must be decided on its 
merits. The most important facts for the auditor to ascer- 
tain are the rights of stockholders to insist upon payment, 
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and the aggregates and due dates of all probable obligations. 
Their disposition in the accounts is then a matter of disclos- 
ing full information to creditors, prospective creditors, and 
to other stockholders. ’’* 


* Montgomery’s ‘“‘ Auditing, Theory and Practice.” 


CHAPTER XXII 


PROFITS 


Difficulty of Determining Profits 

What constitutes a profit is oftentimes a perplexing ques- 
tion and at all times its determination is more an estimate 
than an absolute fact. This arises from the nature of ac- 
counting itself in that so many items of expense are known 
to exist and must accordingly be provided for but the 
amount of such expenses cannot be exactly determined. 
This is seen to be true in the case of the provision which 
must be made for bad and doubtful accounts and for de- 
preciation of fixed assets and is, of course, inherent in all 
problems of valuation. As is proverbially true of the pre- 
scriptions of different physicians for the same malady, so no 
two accountants would arrive at the same figure of profit 
for any given concern. 


Economic Definition 

It may be of some advantage at this point to attempt a 
definition of profits although to compress the meaning of 
the word within defined limits is hardly possible and for this 
reason the formulation of a working definition is very dif- 
ficult. Etymologically, “profit’’ comes from the Latin word 
proficere, meaning to make progress, and a better definition 
than this would be difficult to find. At the best the term 
is an elusive one, being used with slightly different conno- 
tations in different schools of thought. Thus, we find the 
word used and defined in economics, law, and accountancy, 
and some of the definitions are twisted almost to the point 
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of absurdity. Alfred Marshall,* the English economist, 
says: ‘‘If a person is engaged in business, he is sure to have 
toincur certain outgoings for raw material, the hire oflabour, . 
etc. And, in that case, his true or net income is found 
by deducting from his gross income ‘the outgoings that 
belong to its production.’’’ Charles S. Devas says: “‘The 
income from production combining both labor and capital 
is profits.’”’ He defines gross income as “‘the total wealth 
added to the property of a given person in a given time from 
whatever source... . and net income as gross income 
minus the following items: (a) Destruction, damage, or 
loss by fire or other accident, by violence, by thieves, by bad 
debtors. (b) Using up of materials in production, and wear 
and tear of machinery and industrial buildings such as fac- 
tories or shops. (c) All sums spent on purchases of goods 
that are to serve the purchaser not as subjects of enjoyment, 
but as means of getting an income. (d) All sums spent on 
hire of goods that in like manner are to serve as means 
of getting an income. (e) All payments for labor that in 
like manner are to serve as means of getting an income.” 
One wonders if Marshall’s idea of incomings and outgoings 
is limited to a cash basis or if he recognizes accruals. 
On the other hand, from the point of view of account- 
ing, Devas includes too much, as will be pointed out later. 
E. R. A. Seligmant says: ‘‘Profits are the income from 
business enterprise... . . Profits are always a surplus. 
They are the difference between the cost of production or 
acquisition and the selling price.”” He summarizes expenses 
of production as including cost of raw materials, wages, 
rent, interest on capital borrowed or invested, taxes, and 
miscellaneous outlays such as insurance, advertisements, 
and transportation expense. Again, he says: § ‘“‘Income 
is that which comes in to an individual above all necessary 
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expenses of acquisition and which is available for his own 
consumption.” He recognizes depreciation as a necessary 
expense. 

All of this attests the statement made above that the 
formulation of a satisfactory working rule for the determi- 
nation of net profits, from the business standpoint, is ex- 
tremely difficult. It should be said, of course, that in some 
respects the idea of net profit as used in economics differs 
from that used in business; the chief difference being that 
interest on invested capital is in economics looked upon as an 
expense deduction before the determination of profits. 


Legal Definition 

The efforts of the law, as evidenced by court decisions, 
to mark out definitely the meaning of net profits have re- 
sulted in many odd twists of terms and meaning. In an 
English case* decided as recently as 1902, this language is 
used: ‘“‘If it is a mere question what were the profits made 
in a particular year, it seems to me that the duty is to ascer- 
tain what cash has been received and what cash has been 
expended, and, if that is fairly done, you know the profits 
of the year. If there is a large outstanding hability which 
cannot be settled, the partners will estimate that, and it 
will not be considered as part of the profits. If there is a 
large outstanding possible loss, and there is a large sum due 
to a client, then you would provide for that. But in ascer- 
taining what is really actually divisible for the year fairly, 
you would take the cash account as it stands.” In the 
light of such mental obtuseness and obliquity, one cannot 
wonder at the occasional reluctance of business to entrust 
the determination of important matters to the courts. 

In cheering contrast is a legal opinion quoted by R. H. 
Montgomery, in the following: “‘I should think that no 
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commercial man would doubt that this is the right course— 
that he must not calculate net profits until he has provided 
for all the ordinary repairs and wear and tear occasioned 
by his business. That being so, it appears to me you can 
have no net profits unless this sum has been set aside. . . . . 
If you had done what you ought to have done, that is, set 
aside every year the sum necessary to make good the wear 
and tear in that year, then in the following years you would 
have a sum sufficient to meet the extra cost.’’ Even here 
confusion is apparent between a valuation reserve and a 
reserve which has been funded and the emphasis is rather 
on the point of providing funds necessary for the purpose— 
a financial problem as distinguished from an effort to define 
net profits. 

Between these extremes of legal opinion and phraseology 
one finds all shades and degrees of understanding and mis- 
understanding. In recent years there is evident in the 
decisions of our higher courts and of our many excellent 
governmental commissions and bureaus a real appreciation 
of some of the technical points involved in profits deter- 
mination. It is believed that a body of authoritative deci- 
sions will in time and perhaps soon reflect the best opinion 
of the business men of the country. 


Accounting Definition 


The purpose of this chapter is to discuss some of the 
points at issue in this vexed problem, but before entering 
upon this discussion it will be of advantage to quote from 
leading authorities on the attitude of accountants towards 
the determination of profits. 

A. Lowes Dickinson* says: ‘‘In the widest possible 
view, profits may be stated as the realized increment in 
value of the whole amount invested in an undertaking; 
and, conversely, loss is the realized decrement. Inasmuch, 
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however, as the ultimate realization of the original invest- 
ment is from the nature of things deferred for a long period 
of years, during which partial realizations are continually 
taking place, it becomes necessary to fall back on estimates 
of value at certain definite periods, and to consider as profit 
and loss the estimated increase or decrease between any two 
such periods.” It is in the making of these estimates that 
the most difficult problems of profits determination are met. 

Mr. Montgomery in his dictum, ‘‘The net profit of a 
business is the surplus remaining from the earnings after 
providing for all costs, expenses, and reserves for accrued 
or probable losses,’’ offers the best available working 
definition, although a caution is needed against the danger 
of relying exclusively upon any one definition. 


Methods of Determining Profits 

Systems of bookkeeping, in the main, provide two dis- 
tinct methods for the determination of profits, namely, by 
means of single entry and double entry. The student is 
referred to the author’s first volume for the detailed working 
out of profits by single entry. Here it is sufficient to say 
that the determination of profits rests upon a comparison 
of assets and liabilities as at the beginning of a fiscal period, 
with those as at the end of the period. Then the increase 
or decrease in net worth as so determined, after making due 
allowances for any withdrawals or investments of capital 
during the period, constitutes the figure of net profit or loss 
forthe period. The disadvantages and inaccuracies inherent 
in this method have already been pointed out. 

The method of determining profits by means of double 
entry provides.an entirely distinct set of accounts known as 
temporary proprietorship or profit and loss accounts. These 
record the daily changes in net worth and must be sum- 
marized through the Profit and Loss account at the close 
of the fiscal period, at which time they must prove against 
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the profits as determined by the balance sheet, the method 
of which is essentially the single-entry method. In addition 
to this control secured by checking the results obtained 
by one group of accounts against those of another group, 
is the important advantage of presenting in the record a 
mass of statistical information for guidance in the conduct 
of a business, without which the present-day enterprise 
with its many complexities of organization and working 
could not hope for any certain measure of success. 


The Problem a Question of Valuation 

Inasmuch as every profit made must be reflected in a 
corresponding increase of some asset or the decrease of a 
liability, and, conversely, every expense incurred is re- 
flected as a decrease of assets or increase of liabilities, it is 
apparent that profits determination is largely a question 
of the valuation of assets and habilities and therefore rests 
upon the principles already established. Thus the amount 
of gross profit is not determinable until the value of the stock 
of merchandise on hand is known. Gross profit rests on 
inventory valuation, whether that be accomplished by the 
perpetual inventory method or that of periodic stock- 
taking. While under the double-entry system the charges 
for expense are more or less fixed and certain and not so 
dependent on inventory, it has been seen in Chapters XIV 
and XIX that before accuracy can be secured, here too there 
must be an inventory or appraisal to determine the prepaid 
and accrued expense items. The basis for valuing these 
was indicated in the chapters referred to. Estimates of 
depreciation, bad debts, and other similar items must also 
be made to secure a proper appraisal of the corresponding 
asset items. Similarly, in the determination of other 
income, accruals and prepayments must be taken into 
account. In the making of the record of temporary pro- 
prietorship data, the fundamental distinction between 
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capital and revenue charges is vital and must be kept 
constantly in view. 

Thus the problem of profits is seen to be in its broader 
aspects the same problem of valuation to which attention 
has already been directed. It is purposed here to point 
out the application of the valuation problem to the periodic 
determination of profits and to re-examine some phases of 
the problem from the standpoint of profits as distinguished 
from that of assets. | 


Effect of Asset Losses on Future Profits 

The first question for discussion may be stated as fol- 
lows: In the determination of periodic profits must all 
the data which have affected proprietorship during that 
period be summarized in order to make a proper showing of 
profits for the period? An illustration will better present 
the issue. A manufacturing concern with plants in many 
places suffers a heavy loss from fire. Must this loss be 
considered (1) as an expense applicable to the current period 
and to be taken account of before the determination of 
profits for the period; or (2) may it be treated as a deferred 
expense to be shared by several succeeding periods; or (3) ~ 
may it be charged directly against capital? 

Three somewhat different solutions are thus presented. 
The first treats the loss as a temporary proprietorship charge; 
the second as a deferred charge to operation and so includes 
the portion deferred among the assets and to this extent 
does not reflect the loss as a diminution of net worth; and 
the third treats the loss as a charge against vested proprietor- 
ship. 

Any adequate treatment of the question requires a con- 
sideration of (1) the type of business organization, i.e., 
single proprietorship, partnership, or corporation; (2) the 
appropriation of profits, whether they are to be withdrawn 
or reinvested in the business; and (3) the nature of the loss, 
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as to whether fixed or current assets were affected. The 
practical aspect of the problem is the adoption of a policy 
not in contravention with the law, and in the determination 
of this phase of the subject there are some court decisions 
none of which, however, seem entirely trustworthy. 

It must be borne in mind that in the types of organiza- 
tion known as single proprietorship and partnership, there 
is little legal restriction in their formation and operation. 
The law presumes that the full liability of the owner or 
owners offers sufficient protection to creditors. Hence the 
withdrawal of profits or capital is not safeguarded in any 
way in the interest of creditors. With the corporation, 
however, provision is specific that nothing shall be returned 
to the stockholder except profits so long as the business 
continues in operation. Exception here is usually made 
for those concerns operating assets which are subject to de- 
pletion, in which case it has been held that dividends may 
include a return of the depleted portion. The theory of the 
law is that, except as just indicated, the capital of a corpora- 
tion is an indication to creditors of the amount by which 
the assets may suffer shrinkage and their claims still be 
protected in full. Hence, the return of capital in the form 
of dividends is not allowed, as that would impair the margin 
of safety for creditors. 

From the practical standpoint, therefore, the problem 
concerns only the corporate form of organization and that 
only in its relation to dividend payments. So long as the 
profits are reinvested in the business, neither creditors nor 
owners have any cause for action, except in case of fraud. 


Legal Decisions as to Asset Losses 


In decisions relating to this question of asset losses, 
the courts have seen fit to make a distinction between what 
they term fixed and circulating capital, corresponding in 
the main to the fixed and current classification of assets 
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for the balance sheet. In the leading English case,* it was 
held that a trust company holding stock, which during the 
last business year paid 50 per cent dividend but which before 
the end of the year became utterly worthless, may include 
the 50 per cent in its yearly profit, without deducting a 
penny for the depreciation of the property from which this 
profit was derived. In the language of the court Lord 
Justice Lindley said: ‘‘Fixed capital may be sunk and 
lost and yet the excess of current receipts over current pay- 
ments may be divided. But floating or circulating capital 
must be kept up, as otherwise it will enter into and form 
part of such excess (seeing that circulating capital, with the 
particulars of its purchase and sale, must appear in revenue 
account), in which case to divide such excess without deduct- 
ing the capital which forms part of it will be contrary to 
law.” 

The stock held by the trust company was for permanent 
investment and therefore in the nature of a fixed asset. 
The language of the court is quite specific and there would 
seem to be no need for including all or any portion of the loss 
in the current statement of profit and loss. Other later 
decisions have somewhat extended the doctrine so that it 
has been held that the current profits may be determined 
without making any provision for a loss, even of circulating 
capital, occurring in a previous year. Thus it would seem 
that so far as the legality of profits determination is con- 
cerned, each fiscal period may be counted as entirely free 
from liability for the happenings in other periods—a unit 
of business history distinct from all other units. These 
decisions are English cases and have not always been fol- 
lowed in this country. For a statement of the prevailing 
opinion in this country, see page 443 of Chapter XXIV, 
‘‘TDividends.”’ The danger of the position is apparent. In 
the hands of unscrupulous managers the profit and loss 
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might be so manipulated that alternate years would always 
show profits in spite of the fact that the company’s capital 
was constantly being depleted. 


Loss Charged against Current Profits 

In stating the question on page 393, three alternatives 
were presented by way of solution. The first of these sug- 
gested that the entire loss be treated as a charge against the 
profits of the current period. It has been seen that there is 
no support in law for this method of handling the loss, nor is 
there any need or justification for it from the standpoint of 
correct accounting theory. Only such losses as occur more 
or less regularly and which within the experience of the busi- 
ness can be fairly accurately estimated, are proper charges 
to the current period. It is not the function of the periodic 
profit and loss statement to reflect charges covering con- 
tingencies which with almost equal certainty may or may 
not materialize. 


Loss Treated as Deferred Expense Charge 

The second solution suggested, viz., that the loss be 
treated as a deferred expense to be shared by several suc- 
ceeding periods, has much to commend it and little to con- 
demn it, except a possible lack of business foresight as will 
be evident when the third solution is examined. It may be 
argued, and with a good show of reason, that such losses 
are so infrequent, occurring perhaps only once or twice 
in the life of any business, as to make it unfair as between 
periods to burden some with .a charge of this sort and not 
all. For comparative purposes, the spreading of the loss 
over several periods will tend to obscure the true state of 
operations for those periods, although that is largely a 
matter of the way in which results are presented. The situa- 
tion is relentless, however. If it is desired to recoup the 
loss in order not to show an impairment of capital, the loss 


PROFITS 307 


must be charged in its entirety or piecemeal against profits. 
If there are no accumulated profits against which it can be 
charged in its entirety, it must be charged piecemeal against 
current profits. 


Loss Charged to Capital 

The third solution suggested that the charge be made 
directly against capital. Without the limitation as to the 
policy of recouping the loss mentioned above, this solution 
may take two somewhat different directions. If a surplus 
has been accumulated out of previous profits, such surplus 
constitutes a part of the capital and provides the logical 
place for setting up the charge. If no surplus is available, 
the loss must be charged against the capital stock, thus 
constituting an impairment of it. In either case, the results 
of the current period’s operation are not affected, except 
in so far as a diminution of the assets may have made neces- 
sary a curtailment of operation. Of course, the charge 
against the capital stock, whether made direct to the account 
or carried in a separate account, does not automatically 
bring about a reduction of the capital stock; that can be 
accomplished only by legal process and is often shunned 
because of the difficulties incident thereto and also because 
of a possible reflection on the concern’s credit occasioned 
thereby. The charge does indicate a reduction in the value 
of the shares outstanding. Since there is no compulsion 
in law and there may be no need from a business standpoint 
that the loss be recouped, undoubtedly this third method 
offers the best solution both practically and theoretically. 

That this is so is brought out clearly by H. R. Hatfield’s 
almost classic illustration:* ‘‘An individual’s entire income 
is derived from ten houses each worth $10,000 and each 
yielding 10 per cent net income. If two of these houses 
burn down, uninsured, the common sense view is that the 
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proprietor’s income is thereby cut down from $10,000 ta 
$8,000 per annum, and that coincidentally, there is a loss of 
capital of $20,000. It never occurs to him that he must 
consider his income as entirely cut off for two years until the 
principal can be restored. Similarly it might be an act of 
cruelty to dependent stockholders to stop dividends entirely 
until an exceptional loss is reimbursed. The main difficult y 
is that in a corporation such an occurrence really calls for a 
reduction of the nominal capital, a cancellation of part of 


the capital stock. . . . The criticism properly to be made 
is not so much that dividends are paid before restoring 
the capital . . . . but rather that the capital stock has not 


been reduced to correspond with the amount of remaining 
assets, before the dividend is paid.” 

It should be stated that this criticism is of little real 
weight if the balance sheet shows the true condition of the 
business. Carrying the loss as a part of the assets, particu- 
larly if clothed with a title the meaning of which even a code 
expert could but lamely guess at, is to be condemned. If, 
however, the title clearly indicates the nature of the item, 
the situation is not so bad, although it does reflect the 
slavery to form which compels some very well-meaning 
individuals to show impairment of capital on the asset side 
of the balance sheet for the sake of making it balance. The 
best practice compels the showing of impairment items as 
direct deductions from capital. The carrying value of the 
asset destroyed must, of course, be reduced to accord with - 
the facts of present value, and, if there is no surplus avail- 
able, the amount of the loss should be shown as a deduction 
from the capital stock outstanding, short-extended, with the 
present capital full-extended, somewhat as follows: 


Capital Stock Outstanding....... $1,000,000.00 
Fire and Earthquake Loss resulting 
inimpairmenti hi.) eee 250,000.00 


Net Capital available for the business.......... $7 50,000.00 
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Profit on Work in Progress 


A second problem to be solved in the determination of 
profits is concerned with the allowance or non-allowance of 
profit on work in progress but not completed. Most manu- 
facturing and contracting concerns have at all times a more 
or less constant volume of work in various stages of comple- 
tion. At the close of the fiscal period when results are 
summarized, the proper treatment of this uncompleted work 
is an important matter. The general principles governing 
the valuation of this work were discussed in Chapter XIII 
where it was pointed out that in the main conservative 
business policy demands that work in progress be included 
in the inventory at full cost, which is to include both prime 
cost and an equitable share of burden accrued to date. 
Manifestly this principle precludes the taking of any profit, 
the theory being that there is no profit until goods are sold. 
A full discussion of the subject requires separate considera- 
tion of work which is being done on order or contract and 
work for the concern’s own stock-in-trade, due weight being 
given always as to whether the unit of work is large or 
small. 


Goods Made for Stock but not Sold 

The general principle mentioned above must usually 
be applied to the valuation of the concern’s own stock-in- 
trade in process of manufacture. Here sales are being made 
constantly from finished stock and manufacture replenishes 
the stock. But the essential step before profits can be 
claimed, viz., making the sale, usually comes after the 
process of manufacture and not before. It may sometimes 
happen that stock is sold out ahead of its manufacture, 
because the factory is not able to keep up with sales. It 
is not intended here to include the case in which it is the 
custom of the trade to sell goods in advance of their manu- 
facture and regulate the operation of the factory to turning 
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out the advance orders booked. This will be considered 
later. The discussion here concerns those firms which 
usually keep their finished stock well ahead of sales but 
because of the exigencies of the market find themselves 
behind their sales. Such a situation is sometimes called 
a sellers’ market. If purchasers contract for goods with 
full knowledge of factory conditions, such sales are in the 
nature of work on contract and might in unusual instances 
be so treated. Usually, however, conservative manage- 
ment requires that no profits be taken under such circum- 
stances. 


Goods Made to Order 

Where the factory works only on order, conditions as 
to profit-taking are somewhat changed. Here, the sale has 
already been made for delivery of the product at some 
future time, named or left indefinite. While, of course, 
cancellation of the order is always possible before date of 
delivery and acceptance, inasmuch as here we have under 
consideration a special product made to individual specifica- 
tions and not a stock or standardized article, cancellation 
of the contract is not probable without incurrence of dam- 
ages or even being held to specific performance. Under these 
circumstances it 18 apparent that, within reasonable limits, 
a portion of the profit may be taken up in the current period, 
which has, of course, done a portion of the work and there- 
fore earned a portion of the profit, if there is one. This 
last contingency is, of course, the crux of the whole problem. 
If a portion of the profit is taken, this necessitates a pre- 
determination of profit on the whole contract, an estimate 
of the portion of the contract completed, and adequate 
provision for unforeseen difficulties in completing the work. 
Where conditions are such that these things can be done 
with any degree of certainty, there is not only no objection 
to taking up a portion of the profit for the current period, 
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but it is the only way in which profits may be allocated 
to the period earning them and so stabilized somewhat as 
between periods. As has been said already a number of 
times, the summary of results at the close of regular periods 
is in many cases based on estimate, which in the final analysis 
is merely the expression of an opinion. If the estimates 
are made with due care, in the light of all available informa- 
tion and probable contingencies, and without intent to 
deceive or defraud, more than that cannot be asked of any 
concern. 

The practical application of this principle requires 
consideration. In some few cases the volume of product 
passing through the factory will be fairly constant as be- 
tween periods. Where this is so—and frequent tests should 
be made to establish it—it would be a useless expenditure 
of effort to make the estimates necessary for determining 
profits on uncompleted work. The same situation is met 
with also in concerns where the unit of work is small. Here 
the effort entailed in making the estimate is more than offset 
by any advantage gained thereby. If the product is some- 
what standardized, it may be possible as a result of past 
experience to make a rough estimate on the basis of the 
volume of work in progress instead of by means of an exami- 
nation of the conditions of each contract. Such a policy 
is fraught with many pitfalls and, as a usual thing, does not 
commend itself to.conservative management; speculative 
conditions are too many. 


Profits on Long-Term Contracts 

Where the unit of work is large, conditions are somewhat 
different, however. The necessary estimates are not based 
on so many uncertainties, and, oftentimes, financial consider- 
ations and an equitable treatment of stockholders demand 
the determination of profits on work in progress. Thus, 
one contract extending over a number of years may occupy 
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the entire attention and facilities of a concern. To with- 
hold profits if earned, until the completion of the contract 
might work a real injustice. Such contracts are usually 
financed by means of periodic payments on account, based 
on a careful estimate by the supervising engineer or archi- 
tect of the portion completed on such dates. As these 
estimates are sufficiently accurate on which to base payment 
of contract price, they can be allowed to serve as the basis 
for a determination of profits after liberal reserves for con- 
tingencies are made. 

The nature and terms of the contract itself will usually 
indicate the method of estimating the profit. If the price 
agreed tpon is for the contract as a whole, then extraordinary 
care must be exercised in estimating the portion completed 
and almost a seer’s prevision of the requirements to complete 
is needed. If, on the other hand, the contract is broken 
into smaller units on which price is based and there is no 
guarantee as to the number of units in the contract, profit 
may be taken on the number of units completed. Thus, a 
contract calling for excavation of earth or other material 
may be taken at a named price per cubic yard. The build- 
ing of a canal, the driving of a tunnel, the construction of a 
dam and _ reservoir, are frequently handled on this or a 
similar basis. So, also, the use of a concern’s equipment 
and organization on a per diem basis. Under these condi- 
tions each fiscal period can safely take.its profits or losses 
with little regard for the uncompleted portion of the work. 
Contracts taken on a so-called ‘‘cost plus’’ basis, i.e., at 
cost plus a definitely agreed upon per cent of profit, may 
have their profits determined without consideration of the 
uncompleted portion. 


Profit on Goods Awaiting Delivery 


Similar to the problern of profits on work in progress 
is that of profits on goods awaiting delivery. The goods 
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have been sold, are completed, and may even be prepared 
for shipment. All that remains is delivery and that cannot 
be effected until the date agreed upon. In some lines of 
trade this method of sale is a time-honored and even neces- 
sarycustom. The practiceis found in some kinds of clothing 
industries, woolen manufactures, farm implements, etc. 
Here because the product is a standard product, cancella- 
tions take place and are usually allowed right up to, and in 
some instances beyond, the date of shipment. Because of 
this trade practice, profits should never be taken until 
delivery has been effected. To a similar or even greater 
extent than with work in progress, costs and expenses are 
under this principle incurred and charged in one period 
and the profit is taken in another period which is not thus 
charged with the cost of getting the income. 

Two methods of handling the difficulty aremet. Theone 
operates on the expectation that the volume of such orders 
awaiting delivery is fairly constant as between periods; 
hence, the income from goods of this sort delivered during 
the current period is charged with the costs and expenses of 
goods to be delivered in future periods. This is the rule- 
of-thumb method to be used where accurate allocation of 
costs is neither necessary nor justified by results. 

The other and more accurate method consists of defer- 
ring the costs and expenses properly applicable to the de- 
ferred income. But the difficulty of determining just what 
expenses are so applicable often causes this method to break 
down, giving less accurate and dependable results than the 
first. The roseate optimism of the average proprietor or 
manager as to his own business almost always results in a 
too liberal estimate of the portion of expense to be applied 
against the deferred income. In treating this problem 
of profits in connection with contracts and the length of 
the cost period (Chapter XIII), the principle was stated 
that such goods should be included in the inventory at cost. 
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This results in deferring the main item of cost, but omitting 
the further costs of selling and administration which belong 
to all sales effort made and to the progress of the order up 
to the point of delivery. While theoretically these should 
be deferred, practically the estimate of the amount to be 
deferred should lean on the side of too little rather than too 
much. Where, as stated above, the volume of this kind of 
trade is fairly constant, the rule-of-thumb method first 
stated gives more satisfactory and safer results. 


Interdepartment Profits 


The problem of interdepartment profits was stated and 
discussed briefly in Chapter XIII, page 233, and will later 
be treated in another connection (see page 607 following). 
Here, it may be repeated that while such profits are not to be 
allowed because they are not yet realized, they may, under 
exceptional circumstances, be estimated and shown if offset 
by reserves of an exactly equal amount. 


Profits Due to Appreciation of Assets 


The problem of profits due to appreciation of assets, 
both fixed and current, has also been handled in the chapters 
on valuing the various assets. All that need be said here 
is that such profits are not realized until the asset is sold. 
While for purposes of credit it may be wise and proper to 
show the true valuation of the assets, for the purpose of 
profits, particularly profits available for dividends, such 
appreciation in values must not be taken into account. It 
should be remembered that appreciating the value of fixed 
assets frequently results in the necessity of meeting higher 
depreciation charges and is thus not an unalloyed gain. 
The payment of dividends based on such profits would, 
without taking profits from other sources into consideration, 
always result in the ditninution of the fund. of working 
capital. 


PROFITS 405 


Capital Profits 


There remains a final problem, viz., that of capital 
profits, which is more a question of their disposition than 
determination. When any of the fixed assets are sold, the 
profits, if any, are classed as capital profits. These are as 
legitimate as those arising from sale of stock-in-trade or 
other source, and belong to the owners. The question of 
their disposition hinges mostly on practical considerations. 
If the sale is for cash, funds are available for distribution 
without encroaching upon the working capital. If not for 
cash, payment of dividends based on such profits might 
seriously diminish working capital. The question as to 
whether capital profits should ever be distributed is, of 
course, a mooted one. Many well-known cases of such 
distribution—the so-called cutting Jf juicy melons—are 
on record. Conditions seem to justify their payment at 
times, and under other equally impelling conditions distribu- 
tion of them should not be made. As a general policy it is 
always safe to set aside such profits in a special reserve to be 
used to care for capital losses. If the company is well pro- 
vided with such reserves beyond any reasonable doubt, it is 
oftentimes unwise and unjust to withhold their distribution. 
Of a similar nature and to be handled under like considera- 
tions are the profits arising from sale of capital stock at a 
premium, the reissue of forfeited stock, etc. 

In concluding this subject no better summarization of the 
accounting principles and practical considerations to govern 
in the determination of profits can be given than the follow- 
ing from A. Lowes Dickinson :* 

“7, All waste, both of fixed and circulating assets, in- 
cident to the process of earning profits by the conversion 
of circulating assets must be made good out of the profits 
earned. 


+ In ‘‘Accounting Practice and Procedure.”’ 
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‘2. Profits realized on sales of fixed assets should be 
first applied to make good estimated depreciation (if any) 
in other fixed assets not resulting from the ordinary conduct 
of the business. If there is no such depreciation, such 
profits may be distributed as dividends, but should be 
distinguished from the operating profits. 

“3. A sufficient surplus should be accumulated (in 
addition to the provisions required to maintain wasting 
capital assets) for the purpose of making good losses due to 
shrinkage in values of fixed assets arising from causes other 
than the ordinary operations of the company. This provi- 
sion must, however, be considered more a question of policy 
than a requirement of sound accounting.” 


CHAPTER XXII 


SURPLUS AND RESERVES 


Definition 

Under the corporate form of organization, ‘‘surplus”’ 
in its broadest sense represents the difference between the 
net worth of the business and the capital stock issued and 
outstanding. Because of the legal requirement that the 
value of the capital stock be shown always at the original 
amount—which is usually par—any increments or decre- 
ments in value because of profits or losses made and rein- 
vested in the enterprise must be shown under separate 
heads. Thus surplus—or deficit—is the general term to 
indicate this increase in value. In England the term ‘‘rest’’ 
is used in almost this same sense. ‘‘Margin’’ is also a title 
occasionally seen. 

Because of a much narrower teéhnical meaning given 
to surplus, the general adoption of another term with the 
broader connotation above given would serve a really useful 
purpose. Of the titles in use, margin seems best to express 
the exact shade of meaning. In the interest of a standard 
terminology, the highest accounting authorities are coming 
to restrict surplus to that portion of the margin available 
for dividends and in that sense the word will be used in 
this chapter. Contrary uses of the word are frequently 
met. In banking institutions the surplus is almost as 
inviolable as the capital stock itself and is never used for 
dividend purposes. In government-controlled or supervised 
institutions, these special uses of the term have become too 
well established by law and custom ever to hope for a change 
in the interest of general uniformity. 

407 
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Creation of Margin 

The sources of the margin have for the most part been 
already indicated. The chief source is the net profit for 
the period as determined by the Profit and Loss account 
balance. What enters into that balance has been dis- 
cussed in Chapter XXII, where it was also pointed out 
that under some circumstances it may be entirely legitimate 
to carry some temporary proprietorship items directly to a 
vested proprietorship account instead of by way of the 
summary account. Thus there may be other sources of 
margin than the current balance of Profit and Loss—extra- 
ordinary items whose inclusion with current summaries of 
operation would render those summaries useless as a guide 
for judging comparative results of various periods. 

Capital Stock Premiums. Sometimes, for the purpose 
of creating a margin at the inception of an enterprise a 
fund is contributed beyond the par value of the capital 
stock issued. This is accomplished by purchase of the 
stock at a premiut, and is frequently seen in banking insti- 
tutions, where it serves as an easy and speedy way to satisfy 
the law’s requirements for the accumulation of a “‘surplus.”’ 
The effect of this is to give the institution a better standing 
than it would otherwise have. The reduction of the capital 
stock outstanding without full recompense to the stockholder 
also results in the creation of margin. This is often done 
in reorganizations when fewer shares of the new stock are 
given than were held of the old. The effect, then, is to set up 
a book profit against which may be charged the existing 
deficit, and so secure a balance between the real net worth 
and the par of the new stock issue. 

Stock Donation. Another source of margin is a stock 
donation. This may result in only a book profit. It is 
exceedingly difficult and generally impossible to determine 
the true value of many speculative ventures, such as mining 
enterprises. As a general rule, capitalization based on 
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opinion is usually overcapitalization. While a stock dona- 
tion may have no relation to real values and is merely a 
method of securing working capital, its effect when the 
stock is sold is to increase the cash asset and show a profit 
of an equal amount. Some authorities hold that instead 
of retaining the profit on the books, the logical thing is to 
reduce the carrying values of the speculative assets by the 
amount of the realized profit on stock donation. There 
would be more reason for this treatment were there any 
real relationship between the amount of the stock donation 
and the overvaluation of the assets. Since usually there 
is none and the whole undertaking is speculative, there is no 
valid objection to showing the realized profit, as the public 
is sufficiently warned by the nature of the enterprise. All 
stock donation is not of this sort, however. Occasionally 
a very real profit results which should be treated as a margin 
item. 

Stock Assessments, etc. Similar to a stock donation is 
astock assessment. In cases of reorganization or of impend- 
ing bankruptcy, a pro rata assessment is levied on the 
outstanding shares. Being a donation, it constitutes a 
proprietorship increase item and becomes a part of the 
margin. This method is frequently used for the purpose of 
wiping out a deficit, an impairment of capital, and is, of 
course, a real profit as distinguished from a book profit. 
Similarly, additional payments made by common share- 
holders to convert their holdings into preferred shares are 
a realized profit and should be recorded as part of the 
margin. 

Capital Profits and Bonuses. Capital profits, as dis- 
cussed in Chapter XXII, have their proper place of record 
direct into some margin account rather than by way of the 
current Profit and Loss. Donations from the outside, such 
as factory sites and other bonuses, sometimes given to in- 
duce enterprises to locate in certain places, must also be 
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treated as entries direct to a margin account. These and 
other like items constitute the chief sources of the margin. 


Disposition of Profits 

The statement of profit and loss carries the summary 
of operations to the point of showing a net profit or a loss 
for the period. ‘The next step for consideration is the dispo- 
sition made of these profits. This is sometimes spoken of 
as the appropriation of profits. Two practices are met at — 
this point. Under the one, appropriation is made directly 
from Profit and Loss for all desired purposes. Any unap- 
propriated balance goes into Surplus account, which will 
represent the balance of profits available for dividends but 
not used. Under the other, the Profit and Loss balance is 
transferred to Surplus out of which all appropriations are 
made, the residue remaining therein showing the same 
condition as under the first method. Where this second 
method is followed—and it is more prevalent than the first— 
a statement of surplus is needed for full information of 
the period’s transactions, thus providing a connecting link 
between the statement of profit and loss and the balance 
sheet. The form of this statement is given on page 426. 


Reserves 


From the point of view of the stockholder’s immediate 
interest, the appropriation of profits for dividends is his 
chief concern. Other and equally vital and urgent uses 
are found for profits in any well-managed concern with an 
expanding outlook towards the future. The appropriations 
of these profits to definite uses are very generally carried 
under the title of reserves with suitable descriptive phrases. 
Thus we may have a Sinking Fund Reserve, an Insurance 
Reserve, a Building Fund Reserve. Sometimes these are 
called ‘‘reserve funds’? but the demands of an accurate 
nomenclature limit the use of “‘fund”’ to an asset account, 
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The title ‘“‘undivided profits” is also met. Where careful 
differentiation is made, ‘‘surplus’’ should be used to denote 
profits available for dividends; ‘‘reserve,’’ for profits set 
aside for a specific purpose; and ‘‘ undivided profits,” for 
those on which no definite action has been taken. 


Different Meanings of Reserve 


Because of the loose way in which the term reserve is 
used by the layman and its different uses by the professional 
accountant, an examination of these uses will be made at 
this point. As a distinctive banking term, “‘reserve’’ is 
used to indicate the amount of cash and cash items on hand 
and on deposit which under the law may be counted as a 
cash reserve fund held against deposits and noteissues. This 
use of “‘reserve’’ is limited strictly to financial institutions. 

We find also various so-called reserves shown on the 
commercial balance sheet, both among the liabilities and 
the assets. As deductions from the assets are the various 
depreciation reserves and reserves for bad and doubtful 
accounts and notes receivable. These items are “‘offsets”’ 
to the carrying values of the assets in order to effect a true 
valuation of them. For reasons previously set forth, these 
offsets are carried in accounts separate from their correspond- 
ing assets. Thus they are in the nature of suspended credits 
to asset accounts and, if properly estimated, are in no sense 
related to profits; nor have they any of the elements of 
profits or proprietorship in them. It is unfortunate that 
there is lacking an adequate title, other than reserve, for 
this group ofitems. Theterms‘‘allowance”’ and ‘‘estimate”’ 
have been suggested, but so far have not found general 
favor. This group of reserves are called valuation reserves. 


Reserve for Bad Debts 
A fine distinction is sometimes drawn between the reserve 
for depreciation and the reserve for doubtful accounts, on 
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the ground that at the time of the creation of the reserve 
in the one case, the depreciation is an accomplished fact, 
all that is then required being a fair estimate of it; whereas 
in the other case no particular account is known to be uncol- 
lectible, business experience teaching, however, that in the 
aggregate there will be some loss from this source. The 
purpose of this reserve is to bring about as on a given date 
an appraisal of the claims against customers in the light 
of past experience, and so apply the expense due to this 
cause to the period in which the sale transaction took place. 
This purpose is not always accurately accomplished but the 
estimate at the close of each period does effect an equalizing 
of the bad debts expense from year to year. This distine- 
tion makes the reserve for doubtful accounts closely approxi- 
mate to a contingent reserve, as will be seen later. It seems 
best, however, to hold to the original classification and in- 
clude the bad debts reserve with the other valuation reserves. 


Under- and Over-Estimate of Reserves 


Inasmuch as these reserves must from the nature of 
things always be estimates, the probability exists of an 
under- or over-estimate. It is apparent that an under- 
estimate effects an inflation of profits due to an over- 
valuation of the assets. Equally apparent is it that an 
overestimate brings about an understatement of profits due 
to an undervaluation of the assets. The effect of this is 
to make the valuation reserve account a mixed account. 
Instead of its content being solely a suspended credit to an 
asset, it includes also a true reserve of profits. If at any 
time the facts indicate a too liberal or too parsimonious 
estimate in the past, adjustment should be made to accord 
with the newly determined facts of experience. An imme- 
diate adjustment is usually préferable to a gradual one 
effected by an allowance below or above the new basis 
determined for the estimate. 
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Depletion Reserves 


Similar to the depreciation reserve is the depletion re- 
serve. On the basis of the value at which the wasting or 
depleting asset was originally brought upon the books, a 
periodic estimate of the portion used up in operation is 
necessary to show the true present value of the asset. Thus, 
timber and mining properties require for their periodic 
appraisal an estimate of the extent of exhaustion of the 
natural product. This is neither required by law nor 
always by business policy. But when the estimate is made 
it isin the nature of a valuation reserve and will be so classed 
here. 


Operating Reserves for Accrued Costs 

Another group of items, frequently carried under the 
title reserves, includes estimates of expenses the exact 
amount of which is not known at the time of closing the 
books, and sometimes those of which the exact amount is 
known but which are unpaid as on that date. Among the 
first are such items as taxes, sales discounts, and the like. 
Among the second are wages, salaries, rents, etc., accrued. 
_ These two classes are together sometimes called ‘‘operating 
reserves.” 

There is some difference of opinion with regard to the 
proper allocation of taxes and estimated sales discounts. 
Inasmuch as taxes are not usually determined, or at least 
payable, during the period covered by them, there is a 
temptation to defer their incidence to a later period. If the 
taxes become a claim of the state against the property as on 
a given date, certainly they should be treated as applicable 
to the period covered by the claim even though the amount 
of them cannot with accuracy be determined. 

With regard to sales discount, the situation is somewhat 
analogous. At the close of any fiscal period, some of the 
open claims against customers are by the sales contract 
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subject to discount, and experience proves that some of 
these discounts will be taken advantage of. Here also, 
difference of opinion prevails as to the proper allocation of 
the expense. Should the period in which the sale is made 
suffer the loss, or should it be charged to the one in which 
the discount is taken? If sales discount is looked upon 
either as a direct deduction from sales or as a selling expense, 
certainly it should be charged to the period making the sale. 
On the other hand, if it is regarded as an item of financial 
management, a means of securing ready funds, it is some- 
times argued (though this is not the usual point of view) 
that the period enjoying the benefit should also be charged 
with the expense of securing the benefit. Against this 
argument it may be pointed out that the current period 
carrying the customers’ accounts which are subject to dis- 
count fails to show its liability, based on the sales agree- 
ment, to accept something less than the face amount of the 
claims. <A balance sheet in which no suitable provision is 
made therefor is one which does not reflect the true status 
of all items, and to that extent is not a good balance sheet. 
Provision should be made not only for those expenses which 
are known to nave been incurred and which remain unpaid, 
but also for those which the statistics of experience show 
will have to be met. Conservative practice, therefore, 
requires the inclusion of this estimate and applies it as an 
expense of the period in which the originating transaction 
took place. All the costs of the contract entered into, of 
which expected sales discount is one, are made to apply to 
the period giving rise to the contract. 


Collection Costs not under Contract 

The above argument is occasionally made use of in 
support of the inclusion of expected collection costs on claims 
against customers outstanding at the close of a period. 
From a theoretical aspect the point may be argued, but, 
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unlike the item of sales discount, these are not costs which 
the concern is liable for wnder contract. From a practical 
standpoint, except under very unusual conditions, it is an 
undesirable refinement of the principle of allocation of costs 
as between periods. Where a collection department is 
maintained, costs of collection are practically uniform from 
period to period and are best considered as expenses of the 
period in which the cost is incurred. 


Sales Discounts on the Balance Sheet 

As to the manner of showing expected sales discounts 
on the balance sheet, practice is not uniform. It is some- 
times shown added to the reserve for doubtful accounts 
and the sum of the two deducted from claims against cus- 
tomers, indicating thus the amount which it is expected 
can be realized therefrom. Others show it among the liabili- 
ties, on the ground that it differs from the estimate for bad 
debts in that it is an expense for which the concern has 
made itself liable under its sales contract. The distinction 
is finely drawn but probably well taken. 


Distinction between Reserves and Accrued Items 

The use of the title reserve for some of the items included 
as operating reserves is unfortunate and leads to confusion 
both in terminology and in understanding. Why unpaid 
expenses of any kind should be called reserves for expenses 
when the amount of them is definitely known has never 
been satisfactorily explained; yet the practice is sometimes 
met. ‘There is some excuse in the case of expense items 
the amount of which cannot be definitely determined either 
from the nature of the item itself or other conditions over 
which the concern has no control. Thus, “‘Reserve for 
Wages” is usually a misnomer, the title ‘“Wages Accrued” 
showing the item correctly; but ‘‘Reserve for Taxes,’’ while 
just as true a liability as the other item, may be justified 
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on the ground that the latter is only an estimate subject 
to correction when the exact amount is known, whereas 
the former is already definitely known. 


Contingent Reserves 

So-called contingent reserves are sometimes handled as 
a part of this group, although best classified by themselves. 
A contingent reserve is one which represents an effort to 
provide for certain contingencies, such as guarantees on’ 
work done or products sold, lawsuits pending adjudication, 
etc. As R. H. Montgomery* so pertinently says: “‘the 
reserve should be based on evidence more tangible than a 
mere desire to be conservative. A vague feeling that 
something might have been overlooked which would de- 
crease the assets or increase the liabilities is not the proper 
subject for areserve. Conservative management ‘reserves’ 
part of its surplus for such contingencies, but it appears as 
surplus and not as a liability.” As mentioned above, some- 
times the reserve for bad debts is classed as a contingent 
reserve. Contingency is inherent in the item but the 
certainty of its occurrence cannot be reasoned away. The 
use of contingent reserves may therefore well be limited to 
provision against contingent liabilities. In other words, 
they represent the best available estimate of the amount of 
such liabilities. To draw a dividing line between operating 
and contingent reserves is extremely difficult; both are 
created by charges to various expense accounts. It is merely 
a matter of degree as to the certainty of the events’ happen- 
ing for which provision is being made. On the border line 
between the two are such items as reserves for insurance 
where the concern carries its own insurance and must make 
a periodic expense charge in lieu of the usual premiums; 
reserves for pensions where a pension policy is in effect, the 
charge creating it being here viewed as a part of the wages 


* Ty ‘Auditing, Theory and Practice.” 
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expense—the share of wages to be paid in the future which 
must be borne by the current period; reserves for sick bene- 
fits, which are in all respects similar to pension reserves; 
and so on. In some cases reserves for supersession of pat- 
ents, or other assets whose length of service life is depend- 
ent on extreme contingency, are classed with this group. 


Deferred Income—Misuse of Term 

Deferred income is sometimes classed as a reserve. 
Thus, insurance companies carry the portion of their un- 
earned premiums as on a given date, asareserve. The use 
of the title is well established in that connection and the 
nature of the items is well understood. On commercial 
balance sheets where no outside authority can give a definite 
meaning to the term, its use for deferred income is to be 
deprecated and discouraged. Deferred income is a liability 
and not a reserve; the current period has not rendered the 
service to earn the income and is liable to the period in 
which the service is rendered. 


Proprietorship Reserves 

This disposes of all the asset and liability reserves and 
leaves for consideration the true profits or proprietorship 
reserves. As between these two main classes of reserves, 
as their titles indicate, the proper allocation of the one is 
among the assets or liabilities, while the other must be shown 
as a part of the net worth of the corporation. As to the 
nature of proprietorship reserves little more need be said. 
There are just two classes of items met here, viz., those 
shown as such openly on the balance sheet and those which 
are hidden or secret, latent among the various other items 
on the balance sheet. Proprietorship reserves represent - 
profits reinvested in the business. Any profits, operating 
or capital, not paid out as dividends give rise to proprietor- 
ship reserves. 
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Secret Reserves 

So-called secret reserves are brought about in various 
ways. Their creation may be intentional or accidental, 
but their source is the same in either case. Reserves of 
profits may be hidden either by undervaluation of the 
assets or overvaluation of the liabilities. _Undervaluation 
of the assets may point to an ultra-conservative policy of 
management. Thus, some concerns write off the value of 
their fixed equipment of various kinds as rapidly as the net 
profits can absorb it and still leave sufficient for a reasonable 
dividend. Financial institutions in this way carry their 
furniture and fixtures and sometimes even banking houses, 
at ridiculously low figures or do not show them at all. 

Undervaluations are accomplished in various ways. 
Charging an excessive rate of depreciation; making un- 
necessarily large reserves for uncollectible accounts, sales 
discounts, etc.; showing a more rapid depletion of natural 
assets than justified by the amounts used; charging the 
sums spent for assets to an operating expense; setting up 
an excessive cost of goods sold by means of inventory valua- 
tions of stock-in-trade at a figure lower than cost or market; 
crediting items of income to asset accounts instead of to 
income accounts, such as rentals on properties owned; 
crediting interest and dividends received to the stocks and 
bonds accounts—all of these serve the purpose of creating 
hidden reserves by means of a misstatement of fact. 

Items wrongfully included among the liabilities bring 
about the same result. Here, however, the procedure is 
somewhat more patent because the creditors themselves 
check up on all actual liabilities. Liabilities can be settled 
only by an actual reduction of assets. Manipulation of the 
operating and contingent reserves explained above offers, 
however, an easy means of overvaluing the liabilities. A too 
liberal estimate of the amounts of these reserves makes them 
represent in part true proprietorship reserves but the pro- 
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prietorship element in them is obscured by their title and 
their inclusion among the liabilities on the balance sheet. 

It is, of course, apparent that no balance sheet containing 
secret reserves is a true statement of condition and the 
practice of creating secret reserves must usually—perhaps 
always—be condemned. 


Argument for Secret Reserve 

In justification of the secret reserve, it is sometimes 
said that in certain lines of business where the maintenance 
of unquestioned credit or the promotion of a stability ordi- 
narily lacking in speculative enterprises is highly desirable, 
there is a very pressing need for the secret reserve. Through 
its use, extraordinary losses, which otherwise would result 
in very unfavorable fluctuations of stock values, may be 
absorbed by means of a charge to some undervalued asset 
and so bring it to its true value; or by a charge against an 
overestimated liability reserve and so bring it to a true 
showing. This frees the current profit and loss from the 
charge, maintains a regularity of net profits, and prevents 
the disasters sometimes attendant upon violent fluctuations 
of stock values brought about by the knowledge of these 
extraordinary losses. That is the strongest case which 
can be made out in favor of the secret reserve. 


Argument against Secret Reserve 

The fact, however, must not be overlooked that without 
any understatement or misrepresentation of property values 
at any time there could just as easily be created an open 
‘“‘surplus”’ or margin of an amount equal to the secret re- 
serve, against which these losses could as well be charged. 
The creation of such a margin can be justified on the same 
grounds on which the justification of the secret reserve is 
attempted, viz., the maintenance of high credit and stability. 
The reduction of the margin through its absorption of the 
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loss would, of course, be somewhat more patent than the 
reappearance of values previously written off, although 
analysis of a balance sheet will invariably bring the true 
state of affairs to light. Furthermore, present stockholders, 
and certainly prospective investors and creditors, have a 
right to know the true condition of affairs. The appearance 
of a large proprietorship in addition to capital stock, revealed 
by a sizable margin, gives the stock a value in addition to 
that based solely on the dividend rate. A stockholder has 
a right to his share of the profits during the period of his 
ownership. If it is not received in the form of dividends, 
he should at least be partially recompensed when he dis- 
poses of his holdings, by an increased price for the stock as 
reflected by the portion of profits reinvested in the business. 

The attitude occasionally taken that directors know 
best what information as to true condition of affairs should 
be given to the owners and what should be withheld, should, 
in these days of increasing publicity, be given no serious 
consideration. In the hands of unscrupulous directors, 
the secret reserve is an instrument for the covering up of 
questionable and even fraudulent practices. Stock values 
can be intentionally hammered down by a false showing 
of profits and so inure to the benefit of a group of prospective 
purchasers desiring to ‘‘freeze out’’ unsuspecting stockhold- 
ers. Allin all, therefore, little can be said in justification, 
but much in condemnation, of the practice of accumulating 
secret reserves. 


Earmarking of Reserves 

According to the definition of surplus laid down in the 
beginning of this chapter, limiting the term strictly to the 
profits available for dividends, those profits which are 
applied to reinvestment for specific purposes must be sepa- 
rated from the “‘surplus” and given distinguishing marks 
to indicate their purpose, Thus, profits reserved for the 
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purpose of acquiring a fund of assets out of which to pay 
off debt obligations maturing in the future may be set aside 
under the title “Sinking Fund Reserve’’; those set aside 
for the purpose of extension of plant as ‘‘Building Fund 
Reserve’; those for the purpose of providing a pension 
fund as ‘‘Pension Fund Reserve”’; and so on. This is some- 
times called ‘‘earmarking”’ the reserve. 

Separation into differently named reserves serves no 
other purpose, however; it does not in any way insure the 
inviolability of the reserve; it acts merely as evidence of 
the intention and purpose of the board of directors which 
authorized the application of profits to that purpose. It is 
the expression of a business policy and as such is, without 
other compelling force, subject to the approval and con- 
tinuance or to the disapproval and nullification of any subse- 
quent board. These reserves are profits and as such belong 
to the shareholders and may be distributed among them as 
dividends. A reasonably conservative policy as to reserves 
usually has the support of stockholders, and a subsequent 
board will not risk loss of position and standing with the 
stockholders by a change of policy as to reserves without 
good and sufficient reasons for doing so. 


Continuity of Reserve Policy 

Effort is sometimes made to secure continuity of the 
reserve policy. This may be accomplished in several ways. 
Oftentimes it is made compulsory by outside regulatory 
authority, as in the case of national banks which are re- 
quired to set aside annually a certain part of their profits 
until these have accumulated to an amount equal to 20% 
of their capital stock. Similar conservatism can also be 
compelled by contract entered into with creditors. It is 
a frequent provision of the trust agreement covering an 
issue of bonds that ‘‘there shall be set aside out of profits” 
a certain amount at the close of each fiscal period for the 
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purpose of creating a fund with which to redeem the bond 
issue when it falls due. The funds may be placed in the 
hands of a trustee, which guarantees the application of them 
to their intended use but does not, of course, insure the 
retention of profits to an equal amount in the business. 
Finally boards of directors may be compelled by the stock- 
holders to adhere to a certain policy by provision in the 
by-laws for the accumulation of reserves. This policy 1s, 
of course, subject to change by the stockholders themselves. 
Where the power to make and change by-laws is put in the 
hands of the directors, this last method is not applicable. 
Reserves may always be made a part of the permanent 
capital through their distribution in the form of a stock 
dividend. This secures the continuance of profits reserved 
to date but does not guarantee either a similar application of 
future reserves or even a continuance of the present reserve 


policy. 


Covered Reserves 


When a reserve is spoken of as being covered, it is meant 
that specific funds have been set aside for the purpose named, 
in amount equal to the reserve. As in the case of sinking 
funds, the assets set aside may be invested in stocks and 
bonds control of which remains with the company itself; 
or the assets may be turned over to a trustee who then has 
control of their investment and use. The student is referred 
to Chapter XXV on sinking funds for a full discussion of 
the merits and disadvantages of the two methods as to 
control over the funds. 

In connection with covered reserves, attention is called 
again to the use, in the interest of standard practice, of the 
caption ‘‘reserve fund” as a suitable title for the assets 
placed in the fund, and the caption “‘reserve,”’ with suitable 
descriptive phrase, as the title for the reserved profits, the 
proprietorship element of the transaction. 
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Classification of Reserves 


Before leaving the subject of reserves, it is purposed to 
give several classifications of the various kinds of reserves. 
Paul-Joseph Esquerré* classifies reserves under the following 
heads: (1) Reserves for Depreciation; (2) Operating Re- 
serves; (3) Reserves for Surplus Contingencies; (4) Reserves 
for Redemption of Debt; (5) Secret Reserves; and (6) 
Reserves for Exhaustion of Physical Assets. Their titles 
well indicate the kinds of items included under each head. 

H. R. Hatfield} classifies them on the basis of the use to 
which they are to be put, not attempting a classification to 
include all items shown on the balance sheet under the cap- 
tion of a ‘‘reserve,” but limiting it to reserves of profits. 
His classes are: 


“ec 


1. Reserves created, to provide a permanent increase 
of capital. 
(a) As an additional guaranty to creditors. 
(b) To provide for extension of its fixed or 
other capital assets. 

2. Reserves created to provide an additional capital 
which can be used to cover unusual losses or to 
provide for other emergencies without encroaching 
on the nominal capital. 

3. Reserves created to provide for equalizing dividends 
by retaining part of one year’s profit to be used 
to make up scanty profits for other years.”’ 


The classification used here has as its basis the place of 
allocation of the various reserves in the balance sheet because 
their nature determines their place, which after all is the 
important consideration. From that point of view two 
broad classes may be marked off as discussed in the preced- 
ing pages, viz.: (1) valuation reserves, using the term with 


* {In ‘‘Applied Theory of Accounts.” 
+ In *‘ Modern Accounting.’’ 
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a somewhat more extended meaning than is customary, 
and (2) proprietorship reserves. Under valuation reserves 
will be included all reserves shown either as deductions from 
the assets or as liabilities. Here the term reserve will be 
limited to those items which are estimated, as distinguished 
from those the amount of which is definitely known. The 
other items which are sometimes wrongly called reserves, 
as discussed on page 415, will not be included here, other 
titles being more accurately descriptive of them. 


1. Valuation Reserves 


(a) Asset Valuation Reserves 

1. Depreciation Reserves 

2. Depletion Reserves 

3. Bad Debts Reserves 

4. Appreciation Reserves 

5. Market Fluctuations Reserves, etc. 
(b) Liability Valuation Reserves 

I. Operating Reserves 

2. Contingent Reserves 


2. Proprietorship Reserves 
(a) Secret Reserves 
(b) Open Reserves 
1. Reserves for Debt Extinguishment 
2. Reserves for Plant Extensions 
3.’ Reserves for Working Capital, etc. 


Legitimate Use of Surplus Account 

There remains only a consideration of the Surplus ac- 
count. The manner of handling the surplus as a clearing 
account for the appropriation of net profits has already been 
treated. After profits have been appropriated or reserved 
out of it for specific purposes, the surplus shows by its 
balance the portion still available for dividends. As has 
been indicated, it is not usually desirable to use all of it for 
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dividends, a sufficiently large balance being always main- 
tained for such purposes as stabilizing the dividend policy, 
strengthening credit, and other surplus contingencies. 
Surplus account is frequently as badly abused as the 
proverbial ‘‘general”’ expense account, by being used as a 
dumping ground. It has, however,'a legitimate and an 
illegitimate use. As the Profit and Loss account is strictly 
limited to use as a clearing account for the normal items 
of income and expense applicable to the current period’s 
operations, manifestly all other charges and credits to pro- 
prietorship must be cared for elsewhere. With very few 
exceptions—such as premiums and discounts on capital 
stock, donated working capital, etc.—these charges and cred- 
its are made to Surplus. High accounting authority depre- 
cates the use of Surplus for these purposes, on the ground 
that too often it is used as a convenient place in which to hide 
items properly chargeable to the current Profit and Loss 
but which would not make a favorable impression if shown 
there. Just as with many other abused accounts, its wrong- 
ful use hardly constitutes sufficient grounds for withholding 
sanction of legitimate use. Where it is felt that certain 
items should not go directly into Surplus they should be 
recorded in a final section of the Profit and Loss account, 
just before its balance is shown transferred to Surplus. As 
the financial statements are usually published, this method 
secures more certain publicity to these items. 
Occasionally, instead of the use of either Profit and Loss 
or Surplus for this purpose, an account is set up on the books 
called ‘‘Surplus Adjustments” through which these items are 
cleared into Surplus. The objection raised above to this use 
of Surplus applies with equal force to “Surplus Adjustment.” 


Statement of Surplus 
At the close of each period account must usually be 
taken of a group of items which cannot properly be treated 
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as belonging to that Period. Some of these may be items 
which were overlooked at the close of previous fiscal periods 
and cannot now be taken into the record for that period. 
Some things may wrongfully have been included in, or 
omitted from, the inventory; the inventory may have been 
-under- or over-valued; errors may have been made in the 
separation of capital from revenue expenditures; wrong de- 
preciation and bad debts estimates may have been made— 
these and similar items call for adjustment at the close of 
the current period. Where adjustments are few and simple, 
the statement of surplus on the balance sheet may be ex- 
tended sufficiently to include them. Much better, however, 
is it to append as a schedule or statement in support of the 
balance sheet, a statement of surplus, showing therein the 
detail of all entries affecting it during and at the close of the 
current period. Particularly is this desirable when the state- 
ments of financial condition are prepared for internal use. 

Such a statement of surplus should start with the amount 
of surplus as at the close of the previous period. Then the 
adjustments applicable to that period should be shown, 
thus determining the true surplus for the period. Follow- 
ing that should appear the entries made directly to Surplus 
for the current period, the net profit transferred thereto, and 
finally all appropriations of profit, leaving as the balance 
of Surplus the same amount which appears in the balance 
sheet. In skeleton form the statement should appear 
somewhat as follows: 


X Y Z COMPANY 
STATEMENT OF SURPLUS, JUNE 30, 1918 


Balance of Surplus as on December 31, 1917............... $ 
Adjustments applicable to period ending December 31, 1917: 
Additions: 
Inventory omissions, undervaluations, etc.... $ 
Items wrongly charged to Revenue.........  ..... 
Overestimate of Depreciation, etc...........  ..... Pa ie 


a ae 
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Deductions: 
Inventory overvaluations, etc.............. Popa ses 
items wrongly charged to'Capital 7. .c..<... .<se. 
Underestimates of Depreciation étel: 6-0. ..° (50.02% 2. 
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MAUS SGT UG AS Cra ISSN, TOI bacncesocctoeoonecooeoe Shs o age 
Extraordinary Profits (or Losses) this period............. Peers 
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Appropriations of Surplus: 
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CHAPTER XXIV 


DIVIDENDS 


Introduction 

Dividends, as the term is generally used, may be defined 
as those profits of a corporation which are divided among the 
owners. Except in the case of wasting assets, the law is 
very explicit in limiting dividends to profits. Therefore 
profits need to be determined with painstaking care. Most 
of the major problems met in the determination of profits 
were discussed in Chapter XXII. Here it is purposed to 
limit the discussion to one phase of the disposition of profits, 
viz., as dividends, having treated in Chapter XXIII other 
appropriations of profit for reserves and surplus. 


Disposition of Corporation Profits 
The profits of a solvent going corporation, whether cur- 
rent profits or those reinvested in the business, are owned 
absolutely by the owners of the corporation and are subject 
to their disposition and control, except where the law imposes 
restrictions. Oftentimes, the stockholders themselves im- 
pose restrictions by incorporating restrictive provisions in 
the charter or by-laws of the corporation. Of course, the 
same power which made them has power to remove them, 
though the exercise of the amending power is usually more 
difficult than the original expression of that power in enacting 
rules. The nature of a corporation is such, however, that 
many acts and privileges which are per se rights of the stock- 
holders must in their exercise be delegated to others. Thus, 
while the right of ownership and control of the profits of a 
corporation is inherent in its proprietorship, the control is 
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indirect—through the medium of a board of directors subject 
to periodic review and election by the owners. This board, 
during the period of its incumbency, acts for the stockholders 
and, during the prosecution of its duties, if performed in good 
faith, with sound judgment, and without fraudulent intent, is 
free from interference. 


Shareholders’ Rights as to Profits 


Shareholders’ rights in regard to sharing in the profits are 
therefore dependent upon the action of their elected board 
of directors. As soon as that board authorizes a dividend, 
however, its control over the portion of the profits so appro- 
priated ceases except as to the routine of payment of the 
dividend. The right which the stockholder thereafter pos- 
sesses is of the same nature as the claim of an outside creditor, 
and in the event of dissolution the assets of the corporation 
must be applied to the liquidation of this claim equally with 
all other unsecured claims. Thus, a claim for dividends 
must be met before the determination of the net assets 
with which the ownership of capital stock is liquidated. 


Directors’ Control over Profits 

As stated above with regard to profits generally, the direc- 
tors have entire control of the declaration of dividends, ex- 
cept where limitation is specifically imposed by the state or 
by the owners as expressed in charter or by-laws. The fol- 
lowing expression of directors’ power over profits and divi- 
dends, contained in the English Companies (Consolidation) 
Act of 1908 is typical of most laws covering the question: 
‘“The directors may, before recommending any dividend, set 
aside out of the profits of the company such sums as they 
think proper as a reserve or reserves which shall, at the dis- 
cretion of the directors, be applicable for meeting contin- 
gencies, or for equalizing dividends, or for any other purpose 
to which the profits of the company may be properly applied, 
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and pending such application may, at the like discretion, 
either be employed in the business of the company or be 
invested in such investments (other than shares of the com- 
pany) as the directors may from time to time think fit.”’ 


Provisos as to Declaration of Dividends 

Specific provision may be made in the by-laws covering 
the declaration of dividends. Thus, the directors may there 
be ordered to set aside for specific purposes a certain amount 
of the profits earned and to declare dividends only from any 
residue. This may represent a permanent policy but usually 
only temporary; that is, periodic reservation of profits may 
continue until a definitely named reserve (or surplus) has 
been created, after which all profits become free for such dis- 
position as the directors may see fit to make. A somewhat 
different policy is occasionally prescribed by which the direc- 
tors are ordered to pay out of each period’s profits dividends 
of anamed amount, after which any residue shall be carried 
toa reserve (or surplus). The objection to this latter policy, 
as ordered in the by-laws, is that it ties the hands of the di- 
rectors to the division of profits among the owners regardless 
of the exigencies of new situations, as they arise, bringing 
very different conditions from those under which the policy 
was originally ordered. 

The power of the directors as to declaration of dividends 
extends not only to common stock but also to preferred. 
No dividends, common or preferred, can be declared ex- 
cept from profits. Legal inhibition of the payment of divi- 
dends out of capital is one of the chief points of difference 
between the corporate and other forms of business organ- 
ization. 

As stated in a preceding section, regulatory bodies and 
commissions sometimes impose rules compelling corporations 
over which they have authority to set aside to surplus some 
portion of the profits before the declaration of any dividend. 
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Stockholders’ Rights to Dividends 

Where profits exist, either earned currently or accumu- 
lated, the matter of a declaration of dividends is thus seen 
to be always a question of financial policy. In view of the 
other problems confronting the corporation—its policy of 
growth and expansion to meet competition and enter other 
markets, its specific and pressing requirements for funds— 
the question of the wisdom of a declaration and payment 
of dividends frequently demands careful consideration. If 
under the circumstances, in the exercise of their discretion, 
the directors do not declare dividends, their action is final 
and, in the absence of fraud or an abuse of discretion, will not 
usually be interfered with by the courts. 

Courts do sometimes intervene, however, as in Matter of 
Rogers, 161 N. Y. 108 (1899): ‘‘The directors must act in 
good faith. If they fail to do so and it clearly appears that 
they have accumulated earnings not required in the prosecu- 
tion of the business which they withhold from the stock- 
holders for illegitimate purposes, a court of equity may 
interfere and compel a distribution of such earnings.’’ 
Again, in Hunter v. Roberts, Throp & Co., 83 Mich. 63 
(1890), the court said: ‘‘Courts of equity will not interfere 
in the management of the directors unless it is clearly made 
to appear that they are guilty of fraud or misappropriation 
of the corporate funds or refuse to declare a dividend when 
the corporation has a surplus of net profits which it can, 
without detriment to its business, divide among its stock- 
holders, and when a refusal to do so would amount to such 
an abuse of discretion as would constitute a fraud or breach 
of that good faith which they are bound to exercise towards 
the stockholders.” 

In the case of preferred dividends, the courts are 
somewhat readier to act because of the ease of a fraudulent 
retention of profits. Where stock is non-cumulative and 
non-participating and particularly if non-voting, it would be 
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possible for a board of directors to refuse dividend declara. 
tions for a number of years and then pay to common stock- 
holders most of the profits so saved. Such a policy is so 
manifestly unfair and fraudulent as to warrant immediate 
intervention of the court. When stock is cumulative as to 
unpaid dividends, such a policy could not be practiced, as the 
corporation cannot declare dividends unless profits are made, 
nor, except as above stated, need it declare dividends even 
when profits are made. But upon the declaration of a divi- 
dend, the rights of cumulative preferred shareholders require 
the payment of all accumulation of unpaid dividends before 
the other classes of stockholders can share. 


Declaration of Dividends 

The matter of a declaration of dividends is usually a 
formal one. The minute book record must always show the 
authorization. It may appear as a formal resolution or 
merely as a statement of the declaration. Such resolution 
or statement will usually carry the amount of the dividend, 
which may be either a named per cent on the par value of the 
stock (or the amount paid up on the stock where stock is not 
full-paid), or it may be a named amount on each share; the 
date on which it is effective; the date and manner of payment; 
and to whom payable, i.e., to the stockholders as of a given 
date. Dividends may be declared to become effective on 
some future date but never on a past date. Antedating a 
dividend so as to make it apply to past stockholders who 
may no longer have any interest in the corporation would 
manifestly be unfair, opening the way to manipulation and 
fraud. 

A stockholder is entitled to notice of every dividend 
declaration. This may come to him by published notice in 
the newspapers or through the mails. A dividend check 
mailed to his last-known address has been held to constitute 
sufficient notice. 
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Liability of Directors 

Together with the power and control over dividends by 
the directors is a responsibility and liability for those wrongly 
declared. The law is very specific and emphatic in its re- 
fusal to allow dividends except from profits. The State of 
New York in its Stock Corporation Law has this to say with 
regard to the liability of directors for making unauthorized 
dividends: ‘‘The directors of a stock corporation shall not 
make dividends, except from the surplus profits arising from 
the business of such corporation, nor divide, withdraw, or in 
any way pay to the stockholders or any of them, any part of 
the capital of such corporation, or reduce its capital stock, 
except as authorized by law. In the case of any violation 
of the provisions of this section, the directors under whose 
administration the same may have happened, except those 
who may have caused their dissent therefrom to be entered 
at large upon the minutes of such directors at the time, or 
were not present when the same happened, shall jointly and 
severally be liable to such corporation and to the creditors 
thereof to the full amount of any loss sustained by such 
corporation or its creditors respectively by reason of such 
withdrawal, division, or reduction.’’* 

In some states the liability of directors is made to include, 
in addition to restitution of the amounts wrongfully paid, 
liability for all debts contracted during their term of office 
and even to a body judgment for misdemeanor. ‘The stock- 
holders receiving.such a dividend are held to have known of 
its illegality and are liable for restitution. While payment 
of dividends out of capital is the most frequent source of 
illegality, a declaration of dividends contrary to the pro- 
visions of the charter or by-laws relative thereto, or a declara- 
tion which disregards the rights of other stockholders, is 
equally illegal. Thus, a dividend paid before reserving 
profits, where the by-laws require antecedent reservation, or 


* Ch. 59 of the Consolidated Laws (Ch. 61, Laws 1909). 
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one paid to common shareholders ahead of an accumulated 
dividend to cumulative preferred stockholders, is classed as 
illegal. 


Revocation of Dividends 

A dividend once legally declared and of which notice has 
been given cannot be revoked. As stated above, such a 
dividend becomes a claim against the corporation and ranks 
with the claims of outside creditors. Even further than this, 
it has been held that if actual funds have been set aside, as by 
deposit in a bank, for the payment of these dividends, these 
funds cannot be touched by other creditors in case of in- 
solvency, but must be applied to the payment of dividends. 

With regard to the revocation of dividends, such action 
is held to be possible only until the fact of declaration has 
become known outside the board of directors. The revoca- 
tion of a dividend is merely looked upon as a reconsideration 
of business policy. In case of illegally declared dividends, 
they may be revoked by the directors any time previous to 
payment and the directors may be enjoined from making 
payment of them. 


Payment of Dividends 


Inasmuch as a declared dividend becomes a debt of the 
corporation, it may be settled by whatever means another 
debt might be. Thus, if a stockholder owes anything to the 
corporation, the debt for dividends may be used as an offset 
and only the net payment be made or received, as the case 
may be. In this way dividends may be made to apply to 
unpaid subscriptions on capital stock. 

After the declaration of dividends provision must be made 
to pay them. Before the declaration, a report from the 
treasurer will have probably shown the financial condition of 
the company to be such as to warrant the payment. Unless 
specifically ordered otherwise, payment in cash is understood. 
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Payment of the dividend is a duty of the treasurer. If 
present at the board meeting when the dividend is declared, 
that is sufficient notification to him to make arrangement for 
paying it. If not, notice may come to him verbally, by an 
inspection of the minute book, or by formal notice from the 
secretary. 

Dividends may be paid by check through the mail or by 
notifying the stockholders to appear at a designated place to 
claim their dividends. Under this latter procedure, receipt 
for the dividend is usually made by signature of a form of 
receipt in the dividend book. Where payment is made by 
check, the signing of a formal receipt may or may not be 
required. Ina large corporation the stock of which is widely 
held, a distinct series of checks formally marked ‘‘ Dividend 
Check” is made use of. If these checks bear an identifica- 
tion phrase on their face, as Dividend No...... , indorsement 
by the holder upon receipt of payment by the bank and the 
bank’s cancellation stamp undoubtedly constitute sufficient 
receipt for payment. However, if desirable, a formal receipt 
may be issued with the check and its return requested. Ina 
small corporation, the regular check series may be used and 
marked as dividend checks. 


Dividends Paid as Salaries 

A peculiar method of payment of dividends is by means 
of excess salaries—which is largely a matter of bookkeeping. 
In a close corporation where all the stockholders are officers 
of the corporation, salaries, in addition to those regularly 
paid, may be voted in lieu of dividends. The courts have . 
held that, so long as all the parties interested—incorporators, 
stockholders, directors, and officers—assent to the scheme for 
the distribution of profits by the payment of salaries, the 
plan is not objectionable. Salaries so paid would usually be 
in proportion to holdings of stock and as such become 
dividends, merely booked as salary. 
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Methods of Paying Dividends 

An interesting point is raised in the question as to whether 
it is legal or wise to borrow funds to pay dividends. This 
question in its turn raises the point as to the various ways 
in which dividends may be paid. In addition to the pay- 
ment of dividends in cash, other property owned, such as the 
stock and bonds of other concerns, even the more or less 
fixed assets if these can be apportioned, may be used for this 
purpose. The issue of the company’s obligations in the 
form of its own bonds, or in a special form of promise to pay 
known as dividend scrip; and, furthermore, the absorption of 
the dividend by the business through the issue of its own 
shares—both these methods have been employed to liqui- 
date the dividend obligation. 

It will be noted that payment by cash or other asset has 
the effect of decreasing the assets in order to decrease the 
liability for dividends; that payment by the issue of bonds 
or scrip cancels one kind of liability by the issue of another 
kind; whereas payment by the issue of the company’s own 
shares liquidates the liability by increasing proprietorship 
through the issue of stock, thus reinvesting in the business 
the portion of profits distributed as dividends. 


Borrowing to Pay Dividends 

The answer to the question as to the legality of borrowing 
funds to pay dividends may be inferred from the discussion 
above as to the status of a declared dividend. Where the 
question of legality is not involved in the declaration of 
dividends, 1.e., where a declared dividend is legal in all re- 
spects, the legality of borrowing to pay the dividend is no 
more open to question than the legality of borrowing to pay 
any other legally contracted debt. Though there may be 
ample profits, the affairs of a corporation may be in such 
shape financially that the payment of a dividend would result 
disastrously to the shareholders and even to the creditors. 
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Here it is possible to enjoin the directors from making pay- 
ment. Action cannot be based on the illegality of making 
payment but on the abuse of discretion amounting to illegal- 
ity in the declaration of the dividend. 

If by so doing the finances of a corporation are not crip- 
pled, there is no more legal objection to borrowing to pay 
a dividend debt than to borrow to pay other debts. The 
courts have not always held so, however, but the weight of 
authority seems to be that where profits have been earned 
but become tied up in the enterprise the corporation may 
‘borrow money on the faith of it and divide that,’’ may 
sell the property in which the profits are tied up and dis- 
tribute the proceeds, or may borrow funds on the general 
credit of the corporation sufficient to meet the dividend 
payments. 

It has even been held that where the income has been 
applied to the extension and betterment of the plant but the 
expenditure has been wrongly booked as an expense charge 
instead of being capitalized, the income so used may be re- 
created on the books by proper correcting entries and divi- 
dends declared and paid therefrom. To the accountant 
such a procedure seems perfectly correct, though the courts 
usually look askance at anything savoring of a payment of 
dividends out of capital. 

The chief question involved, therefore, in borrowing 
funds for the payment of dividends is purely a financial one 
and the wisdom of such a procedure must be based on finan- 
cial considerations. If from that standpoint, it is deemed 
feasible to borrow, the further question as to the form of the 
loan must be considered. Is it for the best financial interest 
of the company to borrow on short or long time, to create a 
floating or a funded debt, etc.—these points require consider- 
ation and can, of course, be answered only in the light of 
the conditions prevailing in each case as to the status of 
the working capital requirements. 
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Dividends Paid in Property, or by Borrowing on Property 

Payment of dividends by means of property is unusual. 
It is seldom that the property held can be so divided as to 
serve this purpose without loss of value. Exception is 
found in the case of liquidating dividends, discussed on page 
445, for which purpose often the shares of stock and bonds of 
the vendee may be distributed as payment to the vendor’s 
stockholders. More often, the stocks and bonds will be 
used as collateral for a loan with which to pay the dividend, 
or the real estate will be mortgaged for the same purpose, 
thus effecting a borrowing of funds, a discussion of which 
has just been given. Plots of land may sometimes be so 
divided as to be acceptable as equitable shares of a dividend, 
where the stock of a corporation is held in comparatively 
large blocks. 


Bond and Scrip Dividends 

Reference also has been made to the issue of the com- 
pany’s own obligations for payment of the dividend. If 
financial policy dictates a long-term obligation, payment 
may be made out of any unissued bonds which the company 
may possess or by means of a bond issue for this specific 
purpose. 

More usual, however, is the payment of dividends by 
means of short-term obligations known as scrip or dividend 
scrip. Scrip takes many forms. It is usually so drawn as 
to constitute the corporation’s promise to pay. It may be 
unconditional, and so negotiable, or it may be hedged about 
with limiting conditions. Date of payment may be absolute 
or contingent. Scrip may be convertible into the bonds or 
stock of the company at the option of either party. Unre- 
deemed scrip may even bear dividends. Usually, however, 
the issue of scrip is for the purpose of deferring date of pay- 
ment of the dividend until cash can be accumulated from sale 
of property or from the profits of the new period. 
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Stock Dividends 

The one remaining method of settling the dividend claim 
is by the issue of stock. As pointed out above, the effect of 
this is to convert some portion of the ‘‘margin”’ or surplus 
into capital stock. This change in the form of proprietor- 
ship is accomplished by a reduction of proprietorship through 
the declaration of a dividend and an equal increase of pro- 
prietorship through payment of the dividend in stock of the 
company. The effect of a stock dividend, therefore, is to 
fix a portion of the ‘‘margin’’ so that it becomes a part of the 
permanent capital of the corporation and, as such, is no 
longer subject to the direct control of the board of directors. 
Excepting in states which expressly forbid the stock dividend 
—and even here the same result is accomplished by other 
wmeans—its legality is thoroughly established. 

item im blowell vanC hicaco, etc ys Rya.Co 5 ip batb, 
(N. Y.) 378 (1868), the court said: ‘‘It becomes immaterial 
whether such increase (in capital) is made by awarding the 
stock to stockholders as dividends in lieu of money, retaining 
the money for the purpose of the company, or by paying the 
stockholders the dividends in cash from the earnings of the 
company and selling the stock in the market to raise money 
for the use of the company.’’ In Williams v. Western Union 
Mivicerapi,COnO2N. ¥..102.(0883) the court ruled: aif it 
[the corporation] can issue stock in payment of property to 
be obtained by it as part of its capital for its legitimate uses, 
why may it not issue stock in payment for property in effect 
purchased of them [i.e., the shareholders] and added to its 
permanent capital and which they relinquish the right to 
have divided? So long as every dollar of stock issued by a 
corporation is represented by a dollar of property, no harm 
can result to individuals or the public from distributing stock 
to«stockholdersi... si: All that can be required in any 
case is that there shall be an actual capital in property repre- 
senting the amount of share capital issued.” __ 
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Any unissued or treasury stock in the possession of the 
company may be used for this purpose and, in the case of 
unissued stock, becomes full-paid if the property against 
which it is issued is of equal value to it. If the necessary 
legal requirements are met, even authority for an issue of 
new stock may be given and the stock used for the purpose 
of paying the dividend. 

Stock Dividends in Estate Accounting. An interesting 
point is raised in estate accounting as to whether a stock 
dividend should be treated as principal or income as between 
the life-interest party and the remainderman. In such a 
case, the zncome from the stock which yields the dividend 
belongs to the life-interest party, while the stock itself is the 
principal and belongs to the remainderman. Of course, any 
dividend declared before the decedent’s death, though not 
payable until after it, is a part of the principal of the estate. 
The original fund of principal being established, all dividends, 
whether in cash or stock, which disburse current earnings 
belong to the life-tenant as income. Where a dividend par- 
takes of the nature of a liquidating dividend—.e., represents 
areturn of some portion of the net worth as at the decedent’s 
death—the portion so returned should, in equity, be looked 
upon as principal. 

Any stock dividend has the effect of lessening the value 
of the stock previously outstanding by the circumstance that 
it, while issued at par, after issue takes on its pro rata share 
in any accumulated margin. Thus, by the very fact of pay- 
ment of a dividend in stock, the principal of the estate 
diminishes in value. Courts have usually held this proper, 
however, but in cases of manifest injustice, as where profits 
have been reserved in large amounts and thus have come to 
be treated as a part of the permanent capital, the ‘cutting of 
the melon” in the form of a stock dividend would work so 
markedly to the injury of the value of the principal that ex- 
ception would be made here. 
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Dividends Proportional to Holdings 

Dividends must be exactly proportional to the holdings of 
stock. If there is but one class of stock outstanding, each 
share must bear the same dividend as every other share. 
Any other basis of distribution is sufficient cause for asking 
the intervention of the court. If several classes of stock have 
been issued, the same requirements hold within each class; 
but as between the classes themselves the dividend rates 
may vary, this variation frequently being the differentiating 
mark. Among the members of any class, therefore, distribu- 
tion must be made with absolute impartiality, the number 
of shares held by each determining the amount of dividend 
for each owner. Also, time and manner of payment, except 
by special consent, must be the same for every member 
within each class. 


To Whom Payable 

As stated above, the formal resolution declaring the divi- 
dend prescribes where it shall go, so there can be made up a 
list of those to whom the dividends are to be paid. To ac- 
complish this it is usually stated that the stock records for 
transfer of stock ownership shall be closed between certain 
named dates and that dividends will be paid to those who 
appear as shareholders as on the initial date of the closed 
period. This makes it possible to bring the stock record up 
to that date and determine who are owners at that time. 
Thus, a dividend resolution may read somewhat as follows: 


A dividend, No. 94, of two and one-half per cent (214%) for 
the quarter ending March 31, 1918, has been declared by the 
Board of Directors out of past earnings, payable April 1 to 
stockholders of record at the close of business March 23. Stock 
transfer books will be closed from March 23 to April 1 inclusive. 


The stock records may, however, remain open, the matter 
being one of convenience only. 
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If a transfer of stock should take place subsequent to the 
named date of record, sale is usually made ex-dividend. If, 
however, sale should be made with right to the dividend, 
notification of the assignment of the dividend before the 
mailing of the dividend checks by the secretary or treasurer 
constitutes an order for him to pay the dividend to the new 
party. The same rule would obtain in the case of a sale 
made previous to the declaration of dividends but not 
recorded till afterwards; so also in the case of pledged stock, 
although payment should be made to the pledgee. Unless 
the corporation is notified, its list of stockholders according 
to its records governs in determining the owners of the 
dividend. 


Accounting Record 

Little need be added to what has been said in other places 
as to the method of handling dividend transactions on the 
books. Their declaration is booked as a charge against 
either the current Profit and Loss or the Surplus account, 
with a credit to Dividends Payable. Their payment by 
any of the methods already discussed in this chapter cancels 
the Dividends Payable account and is reflected either by a 
decrease of assets, an increase of liabilities, or an increase of 
proprietorship. In setting up the entries, ample explana- 
tions should be made in the record itself or by reference to 
the minute book. 

As to handling the payment of the dividend, methods 
vary somewhat. The secretary’s list of stockholders made 
up from the stock records should show the stockholders 
according to the kinds of stock they hold, the amount of the 
holdings of each, the dividend rate on each class, and the 
amount of the dividend payable to each stockholder. This 
list, with its calculations verified by the treasurer, is the 
schedule according to which the dividend checks are made 
out. Where a separate series of checks is made out for this 
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purpose, it is best to draw a check on general cash for the 
full amount of the dividend and deposit it to dividend 
account with the bank. The individual dividend checks are 
drawn against this account and so the detail of the transac- 
tion is kept off the general books. 

If all checks reach their destination, the dividend lia- 
bility is canceled. If any are unclaimed, a liability exists 
on account of them offset by funds appropriated and set 
aside for its cancellation. If the fund is in the hands of a 
trustee—which is not usual—and so beyond the control of 
the corporation, there would be no reason for including the 
liability on account of such dividends on a balance sheet as 
of that date. Under most circumstances, the cash in the 
fund should be counted as cash on hand and the lability 
shown. When in this way an unexpended balance of cash 
is shown in dividend account, subsequent charges against it 
must be carefully watched to see that they are properly 
authorized, otherwise the way to fraudulent practice is 
opened. 


Relation of Capital Losses to Dividends 

Reference was made in Chapter XXII on ‘‘Profits’”’ to 
the relation of capital losses to dividends. ‘The laws are 
very explicit in their declaration that dividends shall not 
be paid out of capital. In this connection two problems 
treated in Chapter X XII must be reconsidered. Here it is 
purposed simply to restate them and summarize conclusions. 
These problems are: (1) the interpretation of the law’s re- 
quirements in relation to the payment of dividends without 
providing for the depletion of wasting assets; and (2) the 
bearing of the law on dividend payments without making 
good all previous encroachments on capital, 

With regard to the first problem, law and practice are 
pretty well established and are in accord. The decision in 
the case of Lee v. Neuchatel Asphalte Co., L. R. 41, Ch. D, 
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1 (1889), has been followed quite generally. There it is held 
that ‘if the objects of the company include the sinking of 
capital in the acquisition of wasting property, even deprecia- 
tion by waste is not necessarily a revenue charge, but may 
by the regulations be thrown upon capital.’”’ And again, 
if a company is formed ‘‘to acquire and work a property of a 
wasting nature, for example, a mine, a quarry, ora patent, 
the capital expended in acquiring the property may be re- 
garded as sunk and gone, and if the company retains assets 
sufficient to pay its debts, it appears to me that there is 
nothing whatever in the Act to prevent any excess of money 
obtained by working the property over the cost of working 
it from being divided amongst the shareholders. ”’ 

The inclusion in the periodic dividend of the return of a 
portion of the capital thus legalized is approved from a busi- 
ness standpoint on the ground that from its very nature the 
enterprise is speculative in greater or less degree and credi- 
tors are therefore sufficiently warned in their dealings with 
such a concern. Of course, if any such company expects to 
be permanently engaged in such enterprises it may be the 
part of wisdom to reserve from distribution all the capital 
or whatever portion of it may be necessary to finance each 
new undertaking. This is solely a matter of business policy, 
however. ‘‘It is for the shareholders to say whether or not 
they will put by a sinking fund to meet the waste... . 
They may if they like, but they are not bound so to provide.”’* 

As to the second question raised above, the general rule 
and practice in this country requires the making good of such 
losses first and the payment of dividends only from a result- 
ing surplus. Shields v. Hobart, 172 Mo. 491, 517 (1902), 
states the prevailing law in the matter as follows: ‘‘ Dividends 
can properly be declared only from the profits over and above 
the capital stock and the debts of the company.”’ 


* Lee v. Neuchatel Asphalte Co. 
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There may be circumstances in which this rule may work 
a very real hardship, and there is some support both in law 
and in a sense of justice under given conditions for the view 
that each period stands by itself so far as dividends are con- 
cerned, and that there is no need to use the profits of one 
period to make good the encroachments on capital of a 
previous period before paying a dividend. In such cases, 
the remedy is provided by a reduction of capital stock by 
the amount of the encroachment upon it. The payment of 
dividends on the remainder is then above question of law or 
the best business policy. In this connection the student is 
referred to page 395, Chapter XXII, for an often-quoted 
decision of the English courts. 


Liquidating Dividends 

Any dividend which represents a return of any portion of 
the capital is to the extent of the portion returned a liquidat- 
ing dividend. In other words, a payment to a stockholder 
on account of capital invested is a liquidating dividend. 
Such a dividend is met when the affairs of a corporation are 
being wound up. The liquidation of a corporation is dis- 
cussed in a later chapter. Here the term is only defined 
because of its relationship to the dividend paid by a corpora- 
tion which is operating a wasting asset of some sort. Usu- 
ally the dividends paid by such a concern are not separated 
as to content, showing how much is profits and how much is 
areturn of capital. A commendable exception to this is seen 
in the recent dividend notice of the Shattuck Arizona Copper 
Co., reading as follows: 


The Board of Directors of Shattuck Arizona Copper Company 
has this day declared a dividend of Twenty-Five (25c.) cents per 
share, anda capital distribution of Twenty-Five (25c.) cents per 
share, payable January 10, 1918, to stockholders of record at 
the close of business December 31, 1917. Stock Transfer Books 
do not close. 


November 30, 1917. 
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If areserve for depletion of the property is set up, the 
offsetting charge to Profit and Loss results in that account’s 
balance showing the true profit. Dividends declared in 
excess of this represent the part of the capital being returned. 
In booking these liquidating dividends, the charge must, in 
strict theory, be made directly against Capital Stock account. 
A charge to an account called “Capital. Liquidated as 
Dividends,” ‘“‘Capital Returned to Stockholders in Divi- 
dends,’’ ‘‘Capital Payments,’’ or other self-explanatory title, 
may be made instead of the direct charge to Capital Stock. 
If so, such an account should be carried as a valuation ac- 
count for Capital Stock and shown on the balance sheet as a 
deduction from Capital Stock. 

Where, as has been allowed in connection with income 
tax returns, there has been a revaluation of properties operat- 
ing wasting assets, and values in excess of the capital stock 
are established, such excess may be brought onto the books as 
a charge to Property or Plant and a credit to an account 
called ‘Property Surplus”’ or other similar title. Dividends 
thereafter declared, provided the depletion charge is made 
periodically, will be charged as to their profits against Sur- 
plus and, as to their return of capital portion, against Prop- 
erty Surplus until that is exhausted, after which the charge 
should be made as indicated above. 


CHA BRE REX V; 


THE SINKING FUND 


Origin and Use 

The sinking fund is a recognized and well-established 
instrument for the financing of business. A great deal has 
been written about the subject, and over some of its phases 
much wordy warfare has raged. As usual, however, the 
controversy has had little or no effect on the practical appli- 
cation of the principle of the fund. 

The sinking fund seems to have been first used as a practi- 
calinstrument for the repayment of debt in the year 1716, al- 
though the idea germinated some time before this. At first its 
application was limited entirely to public finance. Through 
the efforts of Sir Robert Walpole, legislation was enacted 
in England which made certain specified taxes perpetual. 
Any surplus remaining after applying them to the purpose 
for which they were levied was to be put into a sinking fund 
for the purpose of paying off the public debt.. Due to bad 
administration of the fund, it was not successful. Its use 
was attempted a second time in 1786 by William Pitt, at 
the instance of a Dr. Price. Since then it has had a rather 
checkered career in public finance. In some fields, notably 
among municipal corporations, the device has been very 
successful. Through the extension of the principle to the 
field of business the sinking fund found the use to which it 
was best adapted. 


Definitions 
A sinking fund may be defined as ‘‘a fund formed by 
the investment of annual savings or other contributions with 
447 
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a view to the ultimate application of the moneys so accu- 
mulated in the payment of a previously incurred... . debt.” 
An English accounting authority defines a sinking fund as 
‘“‘a fund set aside out of assets and accumulated at interest 
for the purpose of meeting a debt.’’* This latter definition 
draws attention to the fact that the sinking fund is a fund 
of assets—not simply a book account set up to indicate 
recognition by the board of directors of the need of provid- 
ing for payment of a debt, but certain definite assets set 
aside and, after accumulation, to be used for that purpose. 
Attention should also be called to the fact that usually 
the fund is not dependent solely for its increase upon interest 
accretions. As generally handled, the fund is added to at 
regular intervals by setting aside more or less regular amounts 
of assets to be applied to the same purpose. Frequently 
the contract agreement entered into between the company 
and the creditors holding the debt to be repaid governs in 
detail the way in which the fund is to be provided and the 
way in which it is to be handled. 

A sinking fund may be used for other purposes than the 
payment of debt. Thus, occasionally one finds it created 
for the purpose of providing funds for the retirement of 
capital stock issues, notably preferred stocks of various 
kinds. 

It may be well again to point out the unfortunate lack 
of uniformity in the use of the term. Thus ‘‘Sinking Fund”’ 
as an item in the balance sheet is found sometimes among 
the debits and sometimes among the credits. Other titles 
under which the item appears are: Sinking Fund Account, 
Sinking Fund Reserve, Sinking Fund Investments, Sinking 
Fund Trustee, and Sinking Fund Cash. While in this chapter 
the term will be used to indicate assets set aside in a definite 
fund—and limitation to this use is growing among the best 


* George Lisle in ‘‘ Accounting in Theory and Practice." 
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authorities—explanation will also be given of what the other 
uses indicate as to financial policy and the manner of book- 
ing such policy. 


Mathematical Principles on which Based 


The mathematical principles on which the computation 
of the sinking fund rests will first be explained. The prob- 
lem involved here is the calculation of the amount which 
set aside periodically and invested at compound interest 
will provide a sum sufficient to pay off the debt when it 
matures. Needless to say, the sinking fund is usually ap- 
pled only to the redemption of long-term debts, as only 
over a comparatively long period is the real potency of the 
compound interest principle secured. For the solution of 
the problem it must be known whether the periodic incre- 
ments to the fund are set aside at the end or at the beginning 
of the period. It is usually understood to be at the end 
of the period unless otherwise specified. 

Assume, therefore, that a bond issue is made with matu- 
rity in n years and that the contract with the bondholders 
calls for the creation of a sinking fund with payment there- 
into at the end of each period. It is required to find the 
amount to be paid into the fund periodically. We will as- 
sume that: 

P =the principal sum to be redeemed at maturity 

n =the number of periods till redemption 

A =the amount paid into the sinking fund at the end of each 
period 

r=the rate per cent per period at which the moneys in the 
sinking fund are invested at compound interest 

R=i-+r 

Reference to Chapter XV, page 271, gives the amount, A, 
of a sum of money put at compound interest at r% for a 
term of n years,asA(I + 1r)"-'. Itis evident here that the 
sum, A, paid into the fund will accumulate for n—1 years 
and that each succeeding payment remains at interest 
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one year less than the next preceding amount, the last 
amount earning no interest. Accordingly, the first A—we 
will denote it as A,—will amount to A(i+1r)""*; A, will 
amount to A(1+1r)">7; A,to A(1+-1r)"" 45 etc. The sum 
of all these amounts must be equal to P, the debt to be re- 
deemed. Therefore, the equation may be formed: 


A(r+ r)"— ere dG Prt anes al otart oan 
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which being interpreted means that the theoretical amount 
to be set aside at the end of each period can be found by 


multiplying the amount of the debt by the fraction or : 

aan 3 
If the annual payment is made into the fund at the beginning 
Pr 


of each period instead of at the end, then A will be RiR*=1) 


3 9 . iv 
and the multiplying fraction R(R®a 1)" 

It is evident that in practice some allowance will usually 
have to be made for. failure to keep all payments in the 
fund and interest accretions thereto constantly invested at 
the calculated rate. This isnot amatter of serious import, 
however, for small inaccuracies can be adjusted during the 
last period or the last few periods by increasing or de- 
creasing the annual payments as may appear necessary at 
thosetimes. From a financial standpoint it should be borne 
in mind that there is no absolute necessity for the accumula- 
tions in the fund to be sufficient in all cases to retire the 
entire debt. Refunding a portion of it may be resorted to. 
Other conditions being equal, it should be a much easier task 
to borrow only a portion as compared with borrowing the 
original amount. 
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Accumulation Based on Agreement 

It is necessary to call attention to the inapphcability 
of the above method to all cases. Of course, where the 
contract between the borrower and the lender makes defi- 
nite provision for the manner of creating and handling the 
sinking fund, that contract must therefore govern. How- 
ever, in the case of a concern operating wasting assets, a 
frequent provision of the trust agreement in the case of a 
bond issue is that the periodic payments into the fund shall 
be proportional to the amount of the natural product 
extracted or used. Thus in the coal mining industry the 
trust agreement may provide that, say, five cents for every 
ton mined shall. be placed in a sinking fund. In deter- 
mining the amount for each ton, the total amount of the 
debt to be extinguished is divided by the estimated number 
of tons of coalin the mine. This gives the amount of the 
debt which each ton must bear. Conservatism and busi- 
ness prudence require an ample allowance for mistakes in 
the estimate of tonnage which it will be profitable to mine 
and, also, for a liberal margin of safety. The relation be- 
tween the life of the bonds and the estimated annual output 
has an important bearing also, for the charge per ton must 
be sufficient on the basis of the tonnage mined during the 
period covered by the bonds to retire the bonds at their 
maturity, regardless of how much coal there is still in the 
mine at that time—unless a refunding operation is contem- 
plated. 

Similarly in the case of timber properties, sinking fund 
payments are usually roughly proportional to the amount 
of timber cut; in earthwork or quarry enterprises, to the 
amount of material removed or quarried; in real estate 
development companies, to the number of divisions made 
ready for the market. In such cases the compound interest 
method, scientifically accurate, often gives place to annuity 
methods more or less roughly calculated, under which, by 
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trust agreement, definitely named sums, approximately 
sufficient to accomplish redemption at maturity, are set 
aside periodically. 

Other methods fix the amount as so many per cent of 
gross or net profit, of the bonds outstanding, of total busi- 
ness done, etc. Oftentimes, scientific accuracy, even if 
desirable, is impossible because of provisions in the trust 
agreement to the effect that the moneys in the sinking 
fund are to be used for the purchase of the company’s own 
bonds at market but providing a maximum price above 
which none are to be bought. This involves purchases at 
a premium, or possibly a discount, unknown at the time 
the periodic amount must be calculated. An amount figured 
on the maximum price would be conservative; or the amount 
may be based on par with the stipulution that the difference 
between par and market shall be handled each period through 
the profit and loss. 


Effect of Settlement of Debt 

As an introduction to the discussion which will follow 
of the relation of the sinking fund to profits, we will first 
consider the several ways in which a debt may be settled. 
For that purpose there is nothing which makes clear the 
principle involved better than the fundamental schedule 
of debit and credit, showing the interplay of all transactions 
as they are brought onto the books. At the risk of un- 
necessary repetition, that schedule is accordingly set up here 
for ease of reference. 


SCHEDULE OF DEBIT AND CREDIT 


Debit: | Credit: 


(1) Increase of assets (a) Decrease of assets 
(2) Decrease of liabilities (b) Increase ot liabilities 


(3) Decrease of proprietorship (c) Increase of proprietorship 
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From this it is seen that the redemption of a debt—a 
number (2) transaction—may be accompanied, and there- 
fore accomplished, by any one of the three offsetting credits 
or by a combination of them. A debt may be settled (a) 
by the conversion of an asset; (b) by the creation of an- 
other liability; or (c) by an increase in net worth. Cash 
or other assets may be used for the purpose, resulting in 
a decrease of assets, as in (a) of the schedule. It should 
be noted that the borrowing of, say, $1,000 and its repay- 
ment in cash leaves the borrower in the same relative finan- 
cial condition as before, except for the gain derived from 
the use of the money borrowed. Such loans, to be repaid 
in this way, are usually of a temporary nature, to tide over 
an emergency—such as the handling of the load of seasonal 
activity, or other similar situation. This method of settle- 
ment is, of course, not confined to payment of debts for 
money borrowed, but includes debts contracted for merchan- 
dise purchased on credit and other current liabilities. 

Again, a debt of one kind may be settled by the creation 
of a debt of another kind, asin (b) of the above schedule. 
Thus, an open account payable may be converted into a 
note or acceptance payable. Here, the liability canceled 
and the new one created are usually of the same class, viz., 
current liabilities, and the need for a more or less permanent 
increase in working funds is not contemplated. So also, 
a current liability, or a group of them, may be converted 
into a funded debt. This may be deemed advisable when 
it is seen that there will be a permanent, or at least a long- 
term, need for funds which have up to this point been pro- 
vided by short-term borrowings and credits. Again, a 
refunding operation would have the effect of a decrease 
of one liability offset by the increase of another. 

Finally, a debt may be canceled through an increase of 
proprietorship, as in (c) of the schedule. By this means 
the redemption of the debt may be direct or indirect. 
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Capital stock, either treasury or previously unissued stock, 
may be accepted by creditors in satisfaction of their claims. 
They thus change their status from creditors to proprietors 
and the result is an increase of the concern’s net worth. 
Indirectly a debt may be settled by the reservation of 
profits. Instead of distributing the profits as dividends, 
they may be retained in the business and so provide funds, 
i.e., assets, for the redemption of debts. In either case the 
settlement of the debt has been effected by means of in- 
creased net worth evidenced by new issues of stock or by 
reserved profits. 

In these various ways, therefore, a debt may be settled. 
As pointed out above, the first method contemplates no 
permanent need for increased working funds and the extin- 
guishment of the debt leaves the borrower in approximately 
the same position financially as before its incurrence. 
Under the second method, the relative positions before and 
after are the same excepting in the case of funding a float- 
ing debt. Here a permanent or long-term increase in work- 
ing funds is secured. With the third method a permanent 
increase is secured in the capital funds available for use 
in the business. Financial policy, governed by the needs 
of the business and its markets, will always dictate the 
method to be used for extinguishing or contracting a debt. 


Relation of Fund to Profits 

The relation of the sinking fund to profits will next 
claim our attention. This point has been much debated, 
reaching the acrimonious stage at times. It is variously 
contended: (1) that there is a necessary relationship between 
profits and the payment of a debt; (2) that for final settle- 
ment only assets will suffice; and (3) that the policy of 
reserving profits to an amount equal to the sinking fund 
is a policy not dictated by any fundamental principle of 
relationship between profits and debt redemption. 
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With regard to the first claim, it is sufficient to call 
attention to the discussion above where the various ways of 
paying a debt were considered. As there pointed out, a 
reservation of profits may offer the only available means of 
providing assets with which to redeem debts. Accordingly, 
at least an indirect relationship between profits and debt 
redemption is established. 

As regards the second point, that only assets can be 
used for the final payment of debts, this also is seen to be 
too broad a claim, for the issue of new stock may accomplish 
the same end—directly, as where issued to creditors, or in- 
directly, as where sold and the proceeds applied to liquidate 
the claims of creditors. 

As to the third claim, it might be said with equal relevance 
that there is no basic relationship between debt redemption 
and any method of settlement. The assertion can be made 
with little fear of contradiction that so long as the claims 
of creditors are satisfied, the manner-of doing it is of small 
importance. Of course, only the currency of the realm is a 
legal tender for debts but, if other forms of payment prove 
satisfactory and are accepted, the matter ends. It is there- 
fore solely a question of financial policy, no principles 
of accounting are involved, and the only point in which 
accounting is concerned is in making the record so as truth- 
fully to show what is taking place, i.e., to reflect accurately 
the financial policy adopted. 

If the needs of the business require a permanent addi- 
tion to the capital, as mentioned above, that can be secured 
in only two ways, viz.: (1) the sale of stock and (2) the 
reservation of profits. If, on the other hand, the debts 
to be repaid have provided funds for the emergency or 
purpose for which they were contracted and that emergency 
or purpose no longer exists, then the repayment of those 
funds to the creditors is the business policy dictated. Under 
these circumstances, to load the business with capital funds 
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hot needed in the enterprise might well be the height of 
business folly. According to the conditions to be faced, 
there may or may not be any necessary connection between 
debts and profits. 

It should be pointed out that the kind of debt—1.e., 
the long-term obligation—for the settlement of which the 
sinking fund method is often employed, is almost invariably 
an indication of the need of a larger capital fund. Recogni- 
tion of this is frequently evidenced by the provisions of the 
trust agreement requiring the payment into the sinking 
fund out of profits of the periodic contributions. This 
forces the ultimate increase of capital to be made by the 
owners. Two other alternatives are open, viz.: borrowing 
again at the maturity of the debt—a refunding operation— 
and securing additional capital through the sale of stock. 
Conditions of the financial market at the time the funds 
are needed, the policy of the concern as to the admission 
of other owners, and the relative bargaining strength of the 
two parties to the loan—these are determining factors in 
the financial policy to be adopted. 


Accounting for Sinking Fund 

The various problems met in accounting for the sinking 
fund will now be discussed. First among these is the manner 
of showing its status on the balance sheet. This may be 
done in four different ways. Here, also, the chief problem 
involved is an accounting problem only so far as it concerns 
the best manner of setting forth truthfully the facts of 
financial policy. 

I. The sinking fund, then, under suitable title, may ap- 
pear only among the assets. As to financial policy, this 
indicates the creation of a distinct fund of assets for the pur- 
pose of the sinking fund but it does not show definitely the 
way in which they are being provided. They may be secured 
by cutting down certain assets previously carried in larger 
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amount than is now deemed necessary; by a reinvestment 
of profits; or by the sale of additional capital stock. The 
balance sheet is silent as to what method is being employed. 

2. The balance sheet may record the sinking fund 
status among the assets as a definite fund and also among 
the items of net worth as a sinking fund reserve. As to 
financial policy this not only indicates the creation of a 
fund of assets, but shows that this was accomplished by a 
withholding of profits from the stockholders and a reserva- 
tion of them for this very purpose. 

3. There may appear on the balance sheet as the only 
evidence of a sinking fund policy the sinking fund reserve 
among the net worth items. This shows a reservation of 
profits for this purpose and therefore their investment in the 
business. The reserve is not a covered reserve, however, 
no definite assets being set apart as representing these 
profits, or, if set apart, as having been already applied to 
the cancellation of a portion of the debt. This latter phase 
is explained more fully on page 458 following. Unless the 
assets have been applied in this way, the balance sheet gives 
no assurance to the creditors that funds will be available 
for the settlement of their claims at maturity. It may be 
that the reserved profits are being used for further exten- 
sions of plant and so will not be easily available at maturity 
of the obligations. Again they may be invested in increased 
stocks of current assets and so be readily available. Only 
an analysis of the balance sheet will show the financial 
policy that is being pursued. 

4. There may be no record of the sinking fund trans- 
actions shown on the balance sheet. This might come about 
through the cancellation of some portion of the debt by the 
conversion of assets. The balance sheet, except by com- 
parative analysis, carries no indication of the way in which 
it is accomplished. It may be that it is being done at the 
expense of current activities—a poor policy—or through 
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the withholding of owners’ profits. The balance sheet is 
non-committal. 

Whatever method indicates the policy being followed 
with regard to the sinking fund is the one which should be 
employed. So far as possible indefiniteness of expression 
as well as nomenclature should be avoided; not only does 
an indefinite statement fail to show the policy but it may be 
misleading. 


S 


The Sinking Fund on the Balance Sheet 

In drawing up the balance sheet, the sinking fund assets 
usually appear under the caption “Investment of Sinking 
and Other Funds.’ Occasionally one finds the Sinking 
Fund account treated as a debit valuation account, being 
shown as a deduction from the Bond account. Such treat- 
ment indicates the amount of bonded indebtedness not yet 
provided for by the sinking fund—an item of hardly enough 
importance to justify its separate showing, particularly when 
an easy comparison, under any other method, will give the 
same information. The cancellation of assets against lia- 
bilities or of liabilities against assets is not good accounting 
practice. Where, however, the trust agreement provides for 
the investment of the sinking fund cash in the company’s 
own bonds and the cancellation of these bonds as purchased 
instead of holding them in the fund for the sake of their 
income accretions, the bonds so canceled would, of course, 
be deducted from the amount previously outstanding and 
only the present liability for bonds be shown. There is no 
objection to showing this deduction on the face of each 
balance sheet, as it thus shows the amount redeemed during 
the current period. If the company’s own bonds are pur- 
chased but kept live, it is better to show the sinking fund 
among the assets. All sinking fund reserves should, of 


course, be listed in the net worth section of the balance 
sheet. 
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Entries to Sinking Fund 

Accounting for the sinking fund presents nothing new 
in principle. There are, in the main, three kinds of entries 
to be made, viz.: 


I. Those dealing with the original and subsequent 
periodic payments into the fund. 

2. Those required to book the trustee’s periodic 
report of his handling of the fund. 

3. Those to show the redemption of the debt and the 
final disposition of the accounts relating to the 
fund. 


In the illustration, for the sake of definiteness, it will 
be assumed that the governing financial policy is the second 
one discussed above, according to which not only is a sink- 
ing fund created but also an equal amount of profits is 
reserved each period; that the funds are placed in the hands 
of a trustee for investment and that any income from the 
investments is to go into the fund; and that it is desired to 
show both the investments of the trustee and the unexpended 
balance of. cash in his possession. The account titles are 
suggestive only, many varying titles being used. The entries 
required to show the original payments into the fund are: 


(rt). Sinking Fund Cash in Hands of. Trustee. ........ $..... 
Cashier Seen ice bee raan ens Soke whe As aac 
To record payment to trustee of first 
payment into the sinking fund created 
according to terms of trust agreement 
to retire the first mortgage 6% bonds. 
(A yMOUTOIUS s7 alc Mer Rieu ras oa oinars i RM, od a oe 
SHmiainys: enol INEGI 54 oo op aa dna soles We S0006 
To show the creation of a reserve to 
provide funds for the redemption of 
bonds. 


Subsequent payments into the fund would be recorded in 
exactly the same way as the original payments. 
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Booking the Trustee’s Report 


Upon receipt of the trustee’s report on the handling of 
the fund, entries must be made to bring a summary of the 
report onto the books. This report should cover a full 
accounting of the funds turned over to the trustee, his in- 
vestment of them, all expenses of the trust, and any income 
received or accrued. The funds may be left for accretion 
in a savings bank; they may be used to purchase high-grade 
securities; or with them the very bonds which they are to 
redeem may be bought and canceled immediately, or allowed 
to run, the interest accretions going into the fund also. 
Securities for investment may be bought at a premium or a 
discount. Expenses will be incurred by way of commission 
or salary for the trustee, expenses of the trust, advertising, 
brokers’ commission, etc.; and income will be received by 
the trustee from the securities held and even from the 
unexpended balance of cash. 

As to the purchase of securities at a premium or discount, 
the problem involved is the proper handling of the premium 
or discount. Theoretically, whether in the hands of a trustee 
or under own control, premiums and discounts on securities 
bought for long-term investment should be amortized. The 
reader is referred to Chapter XV, page 267, for the various 
methods of booking such investments. Oftentimes, how- 
ever, the premium is charged at once against the sinking 
fund income along with all other expenses. 

To book the investments of the trustee, the entries needed 
are: 


(3) Sinking Fund Investments=.ce ine eee Ses 
Sinking Fund Cash in Hands of Trustee... $ 
(List here the securities purchased and 
their price.) 
(a) Sinking Fund Expenses 
Sinking Fund Cash in Hands of Trustee... 
(Itemize here all expenses chargeable 
against the fund or its income.) 


ereve 
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(s) Sinking Fund Cash in Hands of Trustee......... Lt bane 
Sion Mined TMGOma ey sa, 8 feces yn cin igcis She $: cre 
(Record here the income from interest 
on unexpended cash balance and from 
securities, with proper adjustments on 
account of amortization of premium or 
discount.) 


Treatment of Income and Expense 
Practice varies as to the proper handling of the income and 
expense of the sinking fund. Sometimes they are treated as 
affecting—t.e., increasing or decreasing—only the sinking 
fund reserve and as having no place in the current profit and 
loss. That seems a mistaken view; the fact that the invest- 
ment is beyond the company’s control none the less renders 
its income and expense a fact of current profit and loss, and 
it should besoshown. Accordingly, the sinking fund expense 
and income accounts above should be closed into profit and 
loss, after which their net result will be transferred from 
surplus to Sinking Fund Reserve, to show the net increment 
or decrement as a result of the trustee’s operations. Thus: 
(@) Stalkers wae! Waves 654400 ngne4dboesobnoenas Vee ee 
lPineyalie have BCS WEG 4.dh eon e anes oeme Abe bee Bia: 
(Car rolitwancdLOSSuame me errs rates eee en ciate ore as) ates 
PvbaMahiahe? INCLAG! ID GSES. oo aumeuoanoboda) | | wmoac 


(3) Protitrand? Vossen fer en nr ee wr gee oe ET NOP os. 
WOULD LUIS wwe n cua suswiciecss Whe Circ sweet Re | wae wate eas 


Entry (8) is not strictly a sinking fund entry but transfers 
the entire balance of the period’s profit and loss to surplus, 
out of which the net increment or decrement of the sinking 
fund operations is transferred to Sinking Fund Reserve by 
entry (9): 

(@) SWAG. on ocean acecac ee ete orca e Mo 6 ocr 

Swrallatayer IunaNel IRGSEMNIE.¢ Sao cocaconoooounr oto is 
An amount equal to the compound interest increment must 
always be transferred to the reserve, if accurate results are 
desired. : 
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Practically the same entries will serve if the investments 
are the company’s own bonds. If the bonds are canceled, 
instead of entry (3) the following entry would be made: 

(ro) Hirst Mortgave 07675 oida wa aon emcee a eT 
Sinking Fund Cash in Hands of Trustee. . ee atte- 

Here the item of premium or discount is usually to be 
found and the question then arises as to whether the item 
is not better handled as a charge or credit direct to Sinking 
Fund Reserve rather than through the current profit and loss. 


Final Disposition of Fund 


There remain to be considered the entries recording the 
payment of the bonds at maturity and the disposition of all 
sinking fund accounts. The securities of the trustee must 
be reconverted into cash to be used for redeeming the bonds, 
often resulting in a difference between the book value of 
securities and the actual amount realized therefrom. This 
must be adjusted by charge or credit to the Sinking Fund 
Reserve. After cancellation of all the bonds, any cash 
balance is turned back by the trustee to the company. The 
entries on the books would be: 


(11) Sinking Fund Cash in Hands of Trustee........ $iaee 
Simson? [NGuaNcl MaRS, oon es oer $ 
To record sale of securities in the sinking 
fund. 
(Gem) Shalt IPuEMGl INESSNVO, oaoccccocsusoeaodsueuce 
Sinking Fund Investments.........:.... 
or 
(ae) Momikines Bama eines tm crits eee reer 
‘Srhalkethales JMbGAGL IESG 6 beans odoa maces 
To adjust the difference between book 
and realized values of the securities. 
(74) « irst) Morteace 69, Boncuseae meen es ane 
Sinking Fund Cash in Hands o Trustee. . 
To record redemption of all bonds. 


eeees 
eeeee 
eevee 


eeere 


eevee 


Sinking Fund Cash in Hands of Trustee. . 
To record transfer to company of cash 
balance in hands of trustee. 
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Treatment of Sinking Fund Reserve 


Only the Sinking Fund Reserve account now remains 
on the books. Having served its purpose of providing 
funds by retaining profits in the business for the redemption 
of the bond issue, resulting in an addition to the net worth of 
the business, this reserve is now free to be used as deemed 
best. It may be thrown into surplus and so become avail- 
able for dividend purposes; or it may be used as the basis 
for an increase in capital stock and be distributed as a stock 
dividend, thus making the increase in net worth permanent. 
The following entries respectively accomplish these ends: 


(ro) soinlcin oy Bind VReserviernas .. .icsmeis soe ecenes Seok 
DMs Mec ce Te kek ek eds $ 

(Gaya Surplusem ohne Re PTS hs eae IEN MEET ae | 
StocksDividends Payables. saasmecer a1 

(Ga) Biel IDihviclSavel BANA cdc coucegeyocusdna000e ocpone 
Capitals tock rmrman cette mtorr ns meee oS riots 


#9 6 ee 


Relation between Depreciation and Sinking Fund 

A final problem deals with the relation between deprecia- 
tion and the sinking fund. If the trust agreement requires 
that a sinking fund reserve shall be created by charge against 
profits, must provision be made also for the depreciation of 
the mortgaged property held assecurity for the bonds? The 
fact of depreciation is omnipresent and cannot be escaped. 
Also, the trust agreement must be lived up to. To carry 
out both requirements simultaneously would manifestly re- 
sult ina double charge. The charge for depreciation is an 
expense charge which must be made before net profits can 
be determined. The charge for the creation of the sinking 
fund reserve is against surplus, 1.e., it takes effect after 
the determination of net profits. Theoretically, therefore, 
the provision for depreciation must be made, else true profits 
cannot be determined. Equally certain must be the pro- 
vision for the sinking fund reserve. Authorities seem to 
agree that not only is there no need for provision for both 
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but that to provide for both places an unnecessary burden 
on the stockholders during the periods of the creation of the 
sinking fund. 

It is true that if the periodic amounts of the estimate for 
depreciation and the sinking fund are practically the same, 
and if provision is made only for the sinking fund reserve, 
there will be in that reserve a sufficient amount to care for 
the depreciation. Assuming the life of the asset and the 
life of the bonds to, be the same, such a policy means simply 
that the asset, usually a fixed asset, has been converted by 
use into current funds which have been applied to the liqut- 
dation of the bonds. There has been no reservation of real 
profits for this purpose. Upon the complete depreciation 
of the asset, the book value not having been written down 
in the meantime because no depreciation has been booked 
for it, the asset must be charged against the reserve, thereby 
mutually extinguishing each other. No principles of ac- 
counting are necessarily violated. 

Failure to book the depreciation as such results, however, 
in an inflated showing of net profits. If the sinking fund 
reserve is charged against current profit and loss instead of 
surplus, the showing of net profits is thus corrected but there 
has been no real reservation of profits, the sinking fund 
reserve being in reality a valuation account for the depre- 
ciating asset, and thus the letter of the trust agreement is 
violated. If the intent of that agreement was to increase 
proprietorship, as discussed on page 456 above, this pro- 
cedure will not accomplish that purpose. 

Provision for both depreciation and the reserve does not 
effect a double charge against profits. As pointed out 
above, the one is an expense charge without which true 
profits cannot be shown, and the other isa charge against real 
profits, resulting in a lessening of dividends. Where there 
is no trust agreement to compel the creation of a sinking fund 
reserve, 1t is merely a matter of financial policy as to how 
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the bonds shall be redeemed, and there is no objection in 
theory to the conversion of the depreciating asset to that 
purpose. Much more is this the case when the mortgaged 
asset is a wasting asset, the exhaustion of which is inevitably 
bound up with the operation of the business. Here there is 
no need either to increase proprietorship or even to maintain 
capital intact, and the conversion of the wasting asset, 
without providing for its replacement, to the payment of 
the bond issue is legitimate and wholly unobjectionable as 
a financial policy. 


CHAPTER XXVI 


PROBLEMS IN CONNECTION WITH THE PROFIT 
AND LOSS SUMMARY 


Interrelation of Profit and Loss and Balance Sheet 

Because of the supplemental character of the profit and 
loss summary to the balance sheet, no study of the latter is 
complete or adequate, whether viewed from the standpoint 
of valuation or from any other aspect, without at least a 
consideration of the profit and loss summary in its larger 
bearings. Some general features of the summary will here 
be considered, followed in the next chapter by a discussion 
of its terminology, form, and content. 

Every change in an asset which is not reflected among the 
other assets or the liabilities relates to proprietorship; or, 
as stated from the profit and loss point of view, every change 
in proprietorship, except it be merely a transfer between 
proprietorship items, is reflected as a change in assets or 
liabilities. The original contribution of capital is reflected 
among the assets. Other items of vested or permanent 
proprietorship have been discussed in Chapter XXIII, 
“Surplus and Reserves,” leaving for consideration here 
the temporary proprietorship, i.e., the profit and loss 
items. Of these, every income item results either in an 
increase of assets or a decrease of liability, while every ex- 
pense shows as a decrease of assets or increase of liabilities. 

The relation of the profit and loss phase of an enterprise 
to the problem of valuation is apparent—the majority of 
the changes in value of the assets being connected with 
profit and loss activities. Thus sales result in cash or claims 
against customers, and a valuation of these claims gives 
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the amount of bad debts expense. The valuation of fixed 
assets determines the amount of depreciation expense. On 
the valuation of the stock-in-trade depends the cost of 
goods sold and therefore the gross profit. Only those profit 
and loss items which are realized or settled in cash are not 
dependent upon the valuation of related assets, and even 
here, in so far as cash must under some circumstances be 
valued, these may be, at least remotely, dependent upon val- 
uation. As, therefore, the balance sheet is primarily an ex- 
pression of opinion and judgment, rather than a statement 
of fact, so also in large measure must the profit and loss sum- 
mary be regarded as an expression of opinion. The same 
factors which enter into appraisals and valuations determine 
profits and losses. 


Periodic Adjustments 

In Chapter XXIII, on ‘‘Surplus and Reserves,” attention 
has been called to the use of a statement of surplus for the 
purpose of showing the changes which take place in surplus 
from period to period. These changes are due to profits 
earned, dividends declared, extraordinary profit and loss 
items not handled through the profit and loss summary, 
and adjustments in profit and loss applicable to previous 
fiscal periods—such adjustments being necessary because 
of errors in the profit and loss summaries of those periods, 
due to insufficient information for making an’ accurate 
summary at the time. The periodic profit and loss sum- 
marty is limited in its purpose and scope to the activities 
of the current period and to an equitable share of those 
income and expense items running over a number of periods. 
Because the adjustments just mentioned are frequently 
necessary, the periodic profit and loss summary as it appears 
on the books is never an entirely accurate reflection of the 
profit and loss activities for any period, but it is usually 
sufficiently so to serve all current needs. When, however, 
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the earning capacity of a concern needs to be judged with 
great accuracy, over a number of periods, it is not safe to 
depend entirely upon the periodic profit and loss summaries. 
It may, for example, be necessary to judge earning capacity 
because of a contemplated sale or merger. Here the basis 
for determining value should be not the earnings of one 
period but the average of several periods. It then becomes 
necessary to reconstruct the periodic profit and loss sum- 
maries as carried on the books in the light of any additional 
information that may have become available later. 

The adjustments to be made in such cases comprise 
not only the most obvious ones, caused by the oversight 
of accruals and deferred items of various sorts, changes in 
inventory valuations due to an incorrect inclusion or exclu- 
sion of some items, etc., but also changes in those items 
which in the light of a longer experience are shown to be 
inaccurate. This latter class of adjustments embraces 
particularly the estimated items the amounts of which 
are not definitely determinable. As time passes, more 
complete knowledge may indicate insufficient or excessive 
estimates of such items as depreciation, bad debts, provi- 
sion for contingent liabilities, and similar reserve items, the 
valuation of which must be corrected for an accurate show- 
ing of earning capacity. Thus a distinction must be made 
between summaries compiled to show the current profit 
and loss results and those which give a true index of earning 
capacity over a longer period. 


Interest as a Cost of Manufacture 

A controversial point with a bearing on the profit and 
loss summary is whether or not interest on invested capital 
should be included as an item of manufacturing cost. One 
school of thought on the subject maintains, with a consider- 
able degree of argumentative warmth, that interest should 
be included; while another school takes the opposite point 
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of view. An attempt will here be made to summarize the 
arguments for and against the treatment of interest as an 
item of manufacturing cost. The one school bases its main 
contention on the economic theory of profits; namely, 
that profits represent the balance remaining after deduct- 
ing the cost of land, capital, and labor. The function of the 
entrepreneur, it is contended, does not in itself involve 
the owning of capital. Profit is the reward for combining 
the other factors of production and assuming the risk in- 
volved. Interest is a cost for the use of capital and it does 
not matter who owns the capital. 

It is further contended that, in order to bring a fair 
return on the capital invested, the selling price must include 
interest on capital investment. While this contention is 
true, the fact remains that no manufacturer would think 
of fixing selling price as a matter of general policy at a figure 
which would not return a fair rate of interest on his invest- 
ment. But why that necessitates taking into the books in- 
terest as an element of cost is not explained by this theory. 

It is also argued that to determine whether it is better 
to manufacture or to buy goods in the open market, and 
whether it is better policy to manufacture by means of 
expensive machinery and other equipment or by manual 
labor, interest on investment must be considered. While 
these arguments also are well taken, they again offer no 
satisfactory justification for the showing of interest on the 
books. It is furthermore contended that the cost of carry- 
ing the inventories for which the purchasing, stores, and 
planning departments of a manufacturing concern are re- 
sponsible, should be shown with interest on the money 
invested in them taken into consideration—this for the 
purpose of providing a check on the efficiency of these 
departments. Where also both old and new machinery 
is used side by side and it is desirable to compare their costs 
of production, the element of interest should be considered. 
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Further argument for the inclusion of interest as an 
item of cost is the fact that in numerous processes time is 
an important element. Thus, the smelting of ore, the 
tanning of leather, the curing of tobacco, the seasoning of 
lumber, etc., are examples of relatively lengthy processes 
the cost of which should include interest on the capital 
invested. Interest on investment is also a factor that may 
sometimes determine manufacturing and selling policies, 
especially during slack periods when production is curtailed, 
part of the plant stands idle, and the fixed charges on the 
unused manufacturing capacity need to be taken into con- 
sideration. The same argument also applies to the accu- 
mulation of a large inventory of raw materials or finished 
stock during a period of low prices. The soundness of 
such a policy can only be judged when the item of interest 
on the capital investment is considered. 


Arguments against the Inclusion of Interest] 

The majority of accountants are, however, opposed to 
the inclusion of interest as an item of manufacturing cost. 
The chief objections raised to its inclusion are: 


1. The difficulty of determining the rate at which 
interest should be charged. 

Inasmuch as the amount of investment in current 
assets is difficult to determine since it fluctuates 
daily, is interest to be charged both on fixed 
investment and on current investment, or only 
on the fixed? 

3. Ifinterest is to be charged, how shall the offsetting 

credit be handled on the books? 

4. The introduction in production costs of a more or 
less constant element tends to obscure fluctua- 
tions in actual cost due to causes which may be 
corrected, and thereby partly defeats the very 
purpose af cost-keeping. 


ie) 
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5. As the business world is accustomed to consider 
interest and dividends as of the same nature, 
namely, as a return on capital invested, to treat 
interest as a cost of operation would produce 
financial statements which are misleading. 


With regard to the rate of interest, three different theo- 
retical rates have been suggested: (1) a so-called ‘‘pure”’ 
interest rate, ie., one yielded by the safest investment; 
(2) the rate at which money might be borrowed for the 
particular type of industry; and (3) a rate sufficient to 
attract permanent investment in the enterprise. From the 
practical standpoint of results there are serious objections 
to all these suggestions. As it is beyond the scope of this 
chapter to discuss this phase of the question, the interested 
student is referred to the numerous writers who deal with 
the question. 


Problem of Charging Interest on Books 

Where interest is treated as a manufacturing cost, the 
booking of it raises a perplexing accounting problem. The 
charge has to be made to some factory expense account, 
while the credit must be carried over to possibly a financial 
management income account. If the entire output of the 
factory were sold out by the close of the fiscal period and 
no product was in process of manufacture at that time, the 
result of booking interest in this way, so far as net profit is 
concerned, would be nil. It would be like taking money 
out of one pocket and putting itin another. This situation, 
however, is never met at the close of the fiscal period. Al- 
most invariably some finished stock is on hand and goods 
are in process of manufacture. Where interest is added, 
the result is to inflate the value at which the goods must 
be carried on the inventory—a very undesirable procedure 
from an accounting and financial viewpoint. By such 
means it is conceivable that a factory might be made to 
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show a handsome profit even before any of the product 
had been sold. 

Considering both the ends to be attained by, and the 
defects and disadvantages of, the inclusion of interest as 
an item of factory cost, its exclusion seems best. In this 
connection it is to be noted that all government contracts 
on a ‘‘cost-plus’’ basis do not allow the inclusion of interest 
as one of the cost items. Furthermore, all the ends aimed 
at by its inclusion may be secured almost if not equally as 
well by statistical records, thus eliminating the objections to 
the bringing of interest as anitem of cost onto the financial 
records. 


Unrealized Profits 


A similar problem to the above is the practice of charging 
a manufacturing profit to the selling department. The 
practice is prevalent in some concerns, of transferring the 
output of the factory to the selling department at a value 
above the cost to manufacture. The purpose of such a 
transfer is to show on the books the profit arising from 
the policy of manufacturing the product instead of buying 
it on the open market. The value at which the product is 
transferred from the factory to the selling department is 
usually the wholesale market value, though it may be at a 
fixed per cent above the cost of manufacture. The effect 
of this is, of course, to limit definitely the showing of factory 
profit. Where the compensation or the efficiency of the 
factory management is measured by the savings effected 
over the wholesale market price of the output, there is 
perhaps some practical advantage in the allowance of a 
manufacturing profit. 

The main objection to charging the factory output to the 
selling department at any price other-than cost is that such 
a policy introduces an element of unrealized profit. This 
objection is not serious if, at the time the books are closed 
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for the purpose of showing results for the fiscal period, the 
unrealized profit is eliminated from the stock-in-trade 
inventory. So far as the profits on the portion of the out- 
put which has been sold are concerned, the net result is the 
same. The effect is to diminish the profit of the selling 
department by the amount of profit allowed to the factory. 
To bring assets onto the books at inflated values is, however, 
always objectionable, both because of the temptation to 
inflate profits by valuing the goods for the inventory at an 
inflated figure, and also because of the ease with which the 
adjustment of such items may be overlooked or forgotten 
at the close of the fiscal period. Where the adjustment is 
made with care, correct results can be shown as well by the 
one method as by the other. The adjustment needed ap- 
plies only to the inventory of goods remaining unsold at 
the close of the period, which adjustment is usually shown 
by means of a valuation reserve account, by means of which 
the book value of the inventory is brought down to the 
factory cost value. 

The whole problem of profit between departments is one 
phase of the larger problem of the intercompany profits of 
aholding company. In such a case it usually happens that 
one of the subsidiaries with separate corporate organiza- 
tion turns over its product to some other subsidiary company 
at a price which returns a fair rate of profit. As the product 
passes through the hands of the various subsidiaries, by 
the time it is ready for final distribution to the public the 
accumulated profits represent those of all the companies 
engaged in its production. If, now, all these subsidiaries 
belong to the same parent company, the book value of the 
unsold product shows, at the close of the fiscal period, a 
large unrealized profit which must be adjusted in order 
not to show the stock-in-trade at an inflated value. This 
problem is discussed more fully in Chapter XXXIV where 
the main problems of the holding company are taken up. 
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Corporation Dividends 

In addition to these general problems of the profit and 
loss summary, some further questions arise at the time of clos- 
ing the records of a corporation for the fiscal period. Much 
more care must be taken in closing the books of a company 
than is necessary in the case of either of the other general 
types of business organization. Thus, the corporation | 
authorized to issue a number of different kinds of stock 
must see that the dividend declaration is based only on 
the amounts of the various classes of stock outstanding, and 
not on the stock unissued or brought back into the treasury. 
It is customary to set up separate dividend accounts for 
each class of stock. Oftentimes the terms of issue covering 
the various kinds of stock introduce complexities in the 
calculation of the dividend. This is particularly true in 
the case of stocks which have the privilege of participating 
in all dividends over a certain amount. Some stocks are 
cumulative as to their dividend, while others may be non- 
cumulative. All these conditions of issue must be considered 
carefully at the time of the declaration of the dividend. . 


Discount on Bonds 


Another problem requiring care is the treatment of dis- 
count or premium on bonds as they are related to the bond 
interest charge. In Chapter XV where bonds are discussed, 
the relation between the bond premium or discount and the 
bond interest rate is brought out. This necessitates at the 
time of the payment of the bond interest an entry to bring 
about the gradual amortization of the bond premium or 
discount so that by the expiration of the life of the bond 
issue the premium or discount is written off the books. 
Where the interest period does not coincide with the close 
of the fiscal period, for an absolutely accurate showing not 
only must the accrued bond interest be taken into account but 
also the accrued amortization of bond premium or discount. 
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Sinking Funds 


A third problem at the time of closing the corporation’s 
books relates to bringing the sinking fund transactions up 
to date. Where the sinking fund is in the hands of a trustee, 
the corperation’s books can show the status of the fund 
only upon the receipt of the report of the trustee showing 
the changes in the fund for the current period. Care must 
be exercised to demand a report from the trustee as on the 
date of the closing of the corporation’s fiscal period. The 
character of the adjustments needed and the entries neces- 
sary to book them have been explained in Chapter XXV. 


Working Capital 

A fourth problem which sometimes needs to be consid- 
ered is that of “‘working capital.’’ Technically the working 
capital of a business is represented by the excess of current 
assets over current liabilities. As pointed out in Chapter 
XXV, a credit account called ‘‘Sinking Fund Reserve”’ 
is frequently set up to indicate the financial policy pursued 
in making provision for the retirement of a bond issue at 
maturity. At the time of the retirement of the bonds this 
reserve need no longer be shown as a separate item to indi- 
cate financial policy and should therefore be closed out. 
It may be thrown back into general surplus or it may be 
transferred—to indicate that it is a part of the permanent 
capital of the corporation—to an account entitled “‘Working 
Capital”’ or ‘‘Working Capital Surplus.”’ In all cases where 
an item of surplus is created for a specific purpose, care must 
be exercised to see that the conditions surrounding the crea- 
tion of the item are lived up to in its final disposition. In 
cases of surplus created by gift, as in scholastic institutions 
or hospitals, this problem is particularly important. 

A similar problem is also met at the time of the redemp- 
tion of an issue of preferred capital stock, inasmuch as such 
redemption is usually at a figure above par. 


e 


476 ACCOUNTING—THEORY AND PRACTICE 


The Correction of Closing Errors 

A final consideration has to do with the correcting of 
errors in the closing work of previous periods. Any omis- 
sions and wrong valuations of items in previous periods 
demand correction, but such correction must not be allowed 
to affect the results of the current period. These corrections 
must therefore be made either direct through surplus or 
by means of an entry in the final section of the profit and 
loss account as will be indicated in the next chapter. Some- 
times where entries of this kind are numerous an account 
called ‘‘ Profit and Loss Adjustment”’ is opened as a clearing 
account through which these items are carried net into 
surplus. The chief objection to this procedure is that the 
adjustments are too easily lost sight of when only the net 
results appear in surplus. These entries usually carry in- 
formation of value to shareholders and they should there- 
fore be set forth as a part of the statement of condition 
rendered at the close of each fiscal period. 


CHAPTER XXVII 


THE PROFIT AND LOSS SUMMARY—FORM AND 
CONTENT 


Standardization of Form 


As stated in Chapter X XVI, the profit and loss summary 
is supplementary to the balance sheet and should always 
accompany it whenever it is desirable to make a full and 
comprehensive showing of condition. This summary is given 
various titles and is shown in various forms, depending 
somewhat upon the general class of enterprise to which 
it relates, the particular purpose for which it is compiled, 
and sometimes on the predilection of the person who draws 
it up or for whom it is drawn. With the passage of time 
the form of the summary, and to a less degree its content, 
tend to become standardized. The regulations of various 
governmental bodies have given an impetus in this direction. 
The Interstate Commerce Commission, the Comptroller 
of the Currency, public service commissions of various 
states, superintendents of state banks and of insurance— 
all require standardized reports from the concerns under 
their jurisdiction. The Federal Reserve Board has recom- 
mended certain forms of statement of both balance sheet 
and profit and loss to be submitted as the basis of credit by 
merchants and manufacturers. Investigations made by 
the Federal Trade Commission point out the desirability 
of a more uniform method of presenting the results of busi- 
ness activities than now exists. These regulations and 
requirements as to standard forms of statement do not 
interfere with the presentation of other forms of statement 
for other purposes than those required by the regulatory 
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bodies. As local conditions frequently give rise to problems 
which are peculiar to individual concerns, standard forms 
of statement will not always meet local needs. Flexibility 
to meet given conditions, and deviation from set forms must 
always be permissible if the accounting department is to 
render the highest kind of service of which it is capable. 


Synonymous Terms 

Various titles are used as synonyms for the profit and 
loss summary, among which are the following: Statement 
of Profit and Loss, Loss and Gain, Outlay and Income, 
Revenue, Revenue and Expenditures, Income, Income and 
Expenses, etc. Of these, the term most generally used is 
‘‘Profit and Loss.” ‘‘Business Statement”’ and ‘‘Statement 
of Outlay and Income”’ are phrases seldom if ever employed 
nowadays, while ‘‘Loss and Gain”’ finds little favor. Of the 
two terms, ‘‘Revenue”’ and “‘Income,’’ Revenue is used more 
often in connection with non-profit-making concerns, parti- 
cularly in connection with state and municipal accounts. 
“Income and Expenses”’ is usually limited to the profit and 
loss statement rendered by clubs, churches, libraries, hos- 
pitals, etc., although the term ‘‘Revenue”’ is frequently used 
in this connection. ‘‘Income Statement”’ and ‘‘Account”’ 
are terms frequently applied to the profit and loss summary 
of trading, industrial, and professional concerns; but except 
where custom has established certain well-defined uses, as 
indicated above, the title “Profit and Loss”’ is all-sufficient; 
there is no doubt as to its meaning or content, and its use 
for summarizing the temporary proprietorship items is 
thereby established, particularly in connection with profit- 
making concerns. 


Cost of Goods Sold—Manufacturing Concern 


-Profit-making enterprises may be roughly divided into 
several groups as follows: industrial or manufacturing 


THE PROFIT AND LOSS SUMMARY 479 


selling, agency and commission, public carriers or transporta- 
tion, and financial. The profit and loss summary for these 
different groups is, in the main, the same although, of course, 
the content of the summary depends materially upon the 
nature of the business. In all cases the source of income is 
from sales—whether of a commodity or of services makes 
little difference. The first deduction from gross earnings 
under the title ‘‘Sales’”’ or other similar title is the cost of 
sales. At this point the first marked divergence among 
the various groups is met. In an industrial enterprise the 
cost of sales is the cost of goods manufactured and sold as 
well as the cost of any goods purchased for immediate 
resale. This latter cost is met only in enterprises which 
combine manufacture with selling. This does not imply 
that manufacturing concerns have no selling problem, but 
rather that in many cases they also purchase other products 
for sale along with their own product, perhaps as side lines. 

For a manufacturing concern which sells only its own 
product, the first deduction from sales is the cost of the goods 
manufactured and sold. As stated in Chapter III, the 
elements of the cost of manufacture are: (1) material, (2) 
labor, and (3) factory expense. The cost of goods manu- 
factured must be combined with any unsold output at the 
beginning of the period and a similar output at the end of 
the period, in order to determine the cost of the goods sold. 
Cost of manufacture corresponds roughly to the net pur- 
chases of a trading business. 


Cost of Goods Sold—Trading Concern 

For a trading business, 1.e., a business which buys its 
commodity for resale, the first deduction from sales is like- 
wise the cost of goods sold as determined by a ‘‘cost of goods 
sold” formula as follows: To the goods on hand at the 
beginning of the period is added the full cost of the net 
goods purchased, and from the sum of these two items is 
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deducted the cost of the goods on hand at the end of the 
period. In the case of both the industrial and the trading 
enterprise, when the cost of the commodity sold is deducted 
from the sales the result is the first significant figure as to pro- 
fits known usually as ‘‘Gross Profit.’ Among public carriers 
the first deduction from sales is the ‘‘Cost of Services Sold 
or Rendered’’; this is usually carried under the title “‘Costs 
of Operation’’ or ‘‘Operating Expenses,’ giving the figure 
of net earnings. 

For the other types of business mentioned—agency and 
commission concerns, and financial enterprises of various 
sorts—the allocation of the direct costs of the service ren- 
dered is much more difficult and is seldom attempted. The 
so-called general and administrative expense and the expense 
of selling are usually so inextricably merged with the direct 
cost of rendering the service that a separate showing of the 
items is seldom attempted. However, where any expenses 
are directly applicable to the service rendered, they should 
be deducted first, before the general administrative and 
selling expense. 


Further Differentiation of Terms 

Before going into a detailed explanation of the elements 
of the profit and loss summary, it may be wise to make a 
further differentiation of terms sometimes employed, such 
as: Income and Expenditures, Receipts and Disbursements, 
Receipts and Payments, etc. All three terms are often 
met and are frequently misused as titles for the profit and 
loss summary. Their proper use should limit them to cash 
transactions or activities only. It is true that in some 
instances the profit and loss summary is mistakenly made 
up on a so-called cash basis, cognizance being taken of the 
income and expense items only when realized in cash. It 
would hardly seem necessary to convince the modern busi- 
ness man that sales made on credit and not yet realized in 
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tash are part of his income as much as the items of income 
realized in cash, the chief difference being that provision 
must be made in the one case for uncollectible items, while 
in the other case no such provision is necessary. Yet even 
today it is sometimes difficult to convince the proprietor of 
a small business of the necessity, from the standpoint of 
accurate accounting, of taking cognizance of accrued and 
deferred expense items. Instances may sometimes, though 
rarely, arise in which all income has been received in cash at 
the end of the fiscal period and all expenses applicable to that 
period have been met in cash and that no deferred items 
need to be taken into account. Where such is the case, a 
statement of cash receipts and disbursements might give 
a fair indication of the profit and loss for the period. In the 
case of clubs, churches, and other institutions, practically 
all that is required of the managing officers in accounting 
for their trusteeship is a statement of trusteeship of cash, 
i.e., a statement of receipts and disbursements. The point 
of this discussion is merely that the terms, ‘‘Receipts and 
Disbursements,”’ ‘‘Receipts and Payments,’ and, to a less 
extent, ‘‘Income and Expenditure,” should be limited toa 
statement of cash activities and never applied to the profit 
and loss summary. 


Desirability of Uniformity in Terms Used 
So far as the standardization of the sections of the profit 
and loss summary is concerned, much the same remarks are 
applicable as to the general title of the ‘Temporary Proprie- 
torship Summary.” Such terms as Gross and Net Profit, 
Gross Revenue or Income, Net Revenue or Income, Gross 
Trading Profit, Net Trading Profit, Net Profit or Profit 
from Operation, or simply Business Profit, are used with 
little uniformity by the business world at large and even 
by the accounting profession. While it is never desirable 
- tolay down many hard and fast rules or definitions because 
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any statement or method of showing results should always 
be flexible and adapted to the conditions met, still the use 
of the same terms for different purposes and the use of differ- 
ent terms for the same purpose or section of a statement are, 
to say the least, confusing to the student. The committee 
of the Federal Reserve Board which drew up tentative forms 
for the profit and loss account and balance sheet, has done 
a good work in the interest of uniformity in accounting 
terminology. Their suggested form is applicable, however, 
only to the business of a manufacturer or merchant. In 
the case of public carriers the regulation of their accounting 
systems by the Interstate Commerce Commission has 
brought about a very desirable uniformity of terminology. 
Other regulating bodies in various states have performed 
a similar service in the case of public utility concerns, al- 
though because of divided authority their rulings lack 
uniformity. 


Profit and Method of Showing 

In general it may be said that the term “‘Gross Profit” is 
properly applicable to what is left after deducting from the 
main income the cost of that income. In a merchandising 
concern this figure is sometimes called “‘Gross Trading 
Profit,’’ though the term “‘Gross Profit”’ serves the purpose 
equally well and does not introduce a confusing adjective. 
When, from this gross profit, the two groups of selling ex- 
pense and general administrative expense are deducted, 
there remains what is termed ‘‘Profit from Operation”’ or 
‘Net Operating Profit.’’ One occasionally finds the group 
of selling expenses deducted by itself from the figure of 
gross profit, leaving what is termed the “Net Trading Profit.” 
Such a method of presentation serves no useful purpose 
and shows a figure which has little or no significance. The 
net trading profit merely represents what is left after deduct- 
ing one group of expenses, and gives no essential information 
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which the total of selling expenses would not give equally 
as well. 

There is some difference of opinion as to whether the 
figure of net operating profit should be arrived at before 
considering any of the items of financial management, i.e., 
as to whether such items as interest income and expense, 
cash discount items, bad debts, etc., which are more or less 
common to every business, should be included before deter- 
mining net operating profit or should be set up separately 
after its determination. The best practice seems to be to use 
the term ‘‘ Net Operating Profit’’ as indicated above, and to 
show the financial management items in a separate section. 
In public service utility statements and also in those of 
some manufacturing concerns, such terms as ‘‘Gross and Net 
Earnings” and “‘Gross and Net Income”’ are met. Where 
these terms are used the gross earnings correspond approxi- 
mately to sales and indicate the amount of the main income 
before any deductions are made. After the deduction of 
the direct cost of securing this income, the item is frequently 
called ‘‘Net Earnings.’ Alternative terms for these two 
are ‘‘Total Operating Revenue”’ and ‘‘Total Net Revenue.” 
When, to the item of the net earnings or net revenue, income 
from other sources is added, the figure of total Gross Income 
is arrived at. When, from this figure of total income the 
“Charges Against Income”’ aresubstracted, which are roughly 
the financial management expenses, we arrive at the figure 
of net income which corresponds to the figure of net profit. 
The use of the terms ‘‘Earnings”’ and ‘“‘Income”’ in this 
restricted way is illogical, and must be regarded as the out- 
growth of custom—a custom which is, as stated above, 
fairly uniform in the case of public utilities. 


Form of Presentation—-Account Form 
As to the form of the profit and loss summary, in the 
main, two types are met. One is known as the account 
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form because the items of income and expense are set up 
like credits and debits in an account. The other is known 
as the statement or report form. This is sometimes referred 
to as the non-technical method of presentation because the 
items are set up in running form without regard to a debit 
or credit terminology, the order of arrangement being 
dictated by the logic of the ordinary business man. In 
the case of the account form the sales or main items of 
income are placed in juxtaposition on the one side with the 
direct costs of that income on the other side, the balance of 
the two sides being brought down as the gross profit. Against 
this are set up the groups of selling and general adminis- 
trative expenses. The difference between the two sides 
is again brought down as the figure of net operating profit 
to which are added other items of income. ‘The charges 
against that income, i.e., the expenses incurred in financing 
the business, are then shown. ‘The balance at this stage is 
the net profit for the fiscal period and opposite this appears 
its disposition, showing the portion appropriated to divi- 
dend purposes, to reserves of various sorts, and finally to sur- 
plus of the portion remaining unappropriated to other uses. 


Non-Technical or Report Form 

When the profit and loss summary is set up in non- 
technical form, the figure of sales is first shown. Beneath 
this rather than in juxtaposition as in the other case, the 
cost of sales is given, which cost deducted from sales gives 
the figure of gross profit. Below this appear the groups of 
selling and general administrative expenses, the deduction 
of which from the gross profit figure gives the figure of net 
operating profit or, as sometimes stated, the figure of ‘‘Net 
Profit on Sales.” To the net profit on sales are added the 
other items of income, and from the sum of these are sub- 
tracted the expenses of financial management, leaving, as 
in the other case, the net profit for the period. 
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Examples of Forms of Presentation 

It is impossible and undesirable, as stated above, to 
lay down any hard and fast form which must be rigidly 
followed, because a basic principle of all accounting is that 
it must adapt itself to the needs and requirements of parti- 
cular conditions. Therefore, only the bare skeleton of a 
form can be set up with any hope of its being applicable to 
all conditions. In other words, the form of arrangement 
and method of showing the statement to be presented at the 
close of the fiscal period must be flexible, depending upon 
the use to which the statement is to be put and also de- 
pending upon the information which it is desired to set 
forth. 

The skeleton form given below which is suggested by 
A. Lowes Dickinson* follows the general lines laid down in 
this chapter. It is designed to serve as a framework for 
all uses. 


MANUFACTURING AND MERCHANDISING: 


(Grosses Waning se rom soalles yr eee tes S Seedin crane 
Less—-Returns, Allowances, and Discount.... ........ 


INeteMarmings from salesammneielaamen: eerie ce teey MAN iaee ge: See een 
Deduct——CostiowProductionmon oervice, a1e sees cen mele see: 

CETROSTS NDAROV GT nc ccions Gods Ahad OO 8 ER RCO: Ser Ce nn ey eee 
Deduct —Costrolssc linge ree ee ee Deemeencer: 


Begoemseso! IMEMAem EM oocleccdn  cousugac Mocosose 


INGE PronttromOperabions meni n erent esas. 


AGENCY AND COMMISSION: 
(GUrinrrmissione WeavaMeCl on boo oo cone bone man Goo Hod aonBee Gee ale 
Deduct—Expenses of Management......... SrA Reda Becie 
CostiotGuaranteess acts. a cee mentee. ae cee Me cuags eee 


Net Profit izomlOperabionsiy....42 sesso see: ae ea hee 


*In ‘“‘Accounting Practice and Procedure." 
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TRANSPORTATION: 
Earnings from, Operations 42 tia. ee oye aepea ake pete aa A Sesaee & Geen 
Deduct—Operating Expenses..............-. Aelia biet 
TAXES © Seater girce hese cease © Seg erm teen enene or 
Net Profit from Operations or Operating 
Tricome Nas OG SI aROSe ae ae eit eee Series by 
BANKING: 
Earnings from: 
Tinterestin aia yectate citric dot ec eee A date A oe 
Gravsevacklscitoraciys inure oi MURA A Mee ee CGp SomaeT ciate 
Other Prolite terse ee oie 6 xe ae eee ieee era $ 
Deduct—Expenses of Operation and Management...... ........ 
INGE IPOs igor OSG OMS o coc sousosoogcnsooNoT Ce ean 8 


PROFESSIONAL: 
(CirOss JD AncMM Ney INO INGES. ca ane cadocecébadshacs Sas teed 
Less—Out-of-Pocket Expenses included 
(Hales ssa keane RATER IRECIS CC GENO iGo oe cra CRN ham Hoa ore 


INGE eh aharss then INES; an cnbgcoponoocas botoougeaasgene NSE ee ano ae 
Deduct—Expenses of Operation and Management...... ........ 


Net Protitrironm Operations eieer eee ete $ 


(The form for the remainder of the statement will be the same in all 
cases, Viz.:) 


INkete AErweniy takoveny OVO, 4455 0 concn coogennes Mianorsare 
Other Incomes 3.2 ee ete ri ete eis a itech eee ae iS ag a a 
Deduct. nterestions >On Geese stn anes ee a 
Other Fixed (Ciar aes errs eo tcceie) 1 meee 
murplus fortthery car a0 <.ccnslerer sane eee see eee Savarese Mee 
[Dpxnmevornalimenay IP Kos (lease) 6 oan scaccoescossocnecseoe coodenee 
Surplus brought forward from preceding year.............. .....--. 
Sedna ae 
Deduct Uxtiraerdinaiy Char cesmennw iets ey aren 
Total Surplis avallables 2% [oer nt oe ee ea tere 2 
Dividends onistocks. 0.0.2 5... 5 se Bee reel hee ees 
surplus carried forward .c..2.). ecm sae one cee eee Peet tea 
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Form for Manufacturers and Merchants 

The form suggested by the Federal Reserve Board as 
suitable for manufacturers and merchants is presented 
below. It is shown as a comparative statement of several 
years, but the same content and order of arrangement of 
items would, of course, be followed for any individual year. 
When presenting a single year’s activities, the money 
columns should be so used as better to present signifi- 
cant figures and their interrelations. The use of one 
column for items and another for totals accomplishes this. 
The form shown presents, after the figure of Net Income— 
Profit and Loss, a statement of extraordinary charges and 
credits to profit and loss tied up with the former balance 
of surplus; an appropriation made of profit and surplus at 
the end of this period, giving as a final figure the new sur- 
plus at its close—which is the figure carried on the balance 
sheet. This last portion of the statement is often shown as 
a separate statement of surplus. The items which are best 
handled as charges direct to surplus so as not to affect the 
profit and loss showing for the current period, have been 
discussed in Chapter XXIII on “‘Reserves and Surplus.” 
There the illegitimate use of surplus as a dumping ground 
for items which it is desired to conceal was mentioned. To 
prevent this misuse of surplus the final section of the profit 
and loss statement is often shown as set forth above. Where, 
however, a separate statement of the surplus is included 
as a part of the exhibit of the condition for the fiscal period, 
the statement of profit and loss will, of course, end with 
the figure of net profit, if that profit is transferred to sur- 
plus, out of which all appropriations of profit to its various 
uses are made. If, however, appropriations of this period’s 
profits, as distinguished from the accumulated profits of other 
periods, are to be made for specific purposes, their disposition 
is best shown in a final appropriation section as a part of the 
current statement of profit and loss. 
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COMPARATIVE STATEMENT OF PROFIT AND Loss 


Year Year Year 
Ended Ended Ended 
lo 19—_ 19m 
Gross Sales «ys epryeciedls Ses ee ae rapier ys OSs GG Ae Picket 
Less Outward Freight, Allowances, and 
Rettriis! SAE RE Sy ee ane abate TN. Rrhon thake. 2 MENA GA RONCEM 2 Oe cere 
Net-Sales! <.\ Ry Its a week eee ce > Cae heme SAE Gets 
Inventory beginning of year............. Sire beet aie oA Do aoe 
Purchases, Net...sn te ate ees ee) ee A eee eee 
Sf ane eney: Se aes Ok $e pushers 
bess Tniventoryqen Go lisy Celt ease ee eae meee et te oe 
Gostof Saless arco eee ee ene [ena « Cape sae fi See = 7 
Gross Prottounsalesserm raat A Soh cre Seer ESTO D4 Ba fous 
Selling Expenses (itemized to correspond 
with ledger accounts kept)......... : eo Seley b Spare See Laer A 
Motalsellin gab xpensesne eee te er Ceo me Sar b Sepa asi << 
General Expenses (itemized to correspond 
with ledger accounts kept)......... $....... Cera be hd dB $l ae 
Total General Expense.............. Lee eae OBE ena cates Seca ee ce: 
Administrative Expenses (itemized to corre- 
spond with ledger accounts kept)... $....... Lats See 2 aa ea 
Total Administrative Expense........ $....... Te ee fae 
INet erontion Saleser inerrant $05 es Bip Se ae pane 0G | 
Other Income: 
Income from Investments........... See Serr ASB are 8 Bic SSE He Suck oe 
Thats Cese Cora INES IMECShOles GOgnaoo. Gonuedo Saasnds  dacaua- 
Grosselncome:. ee eee eee Dia een $s ee Seen eee 
Deductions from Income: 
Interest on Bonded Debt............ beers Bh 5 et ee Sue Bae). Oey 
InterestionNotes| Payablecmamerint riers (cae a emer em ree 
MotaleD edichionsene armen bean Dee ae ee Be des, egh 
Net Income—Profit and Loss.... $....... S shal taey. b Aaya Pe 
INelal Sovxestall Gnerahiss Wo) IPimeitn AWAKE! IVOSSco oc  euoonoe  soscoes fWossace 
Deduchspecialichangesitoueronteatc Mosca cnn te ee nen ee 
Prottrand Woss torneo der pieriereeae panera C7 Greet ee Biel s teyet! 
Sucplus\besinning of period! se wate enter a ticl kee cme enna ene 
B otoce cores bes core So ie eae 
DivadendsiBaidinnos {hihi ba a ene OTC ee Sen a 


Surplusiendine Ofsperiocleseuseleeaaaenn beeen Siew: Sereceree 
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Content and Manner of Showing 

Some problems in connection with the content of the 
various sections of the profit and loss summary and also 
with the manner of showing the content will now be taken 
up. The first item to be considered is the handling of the 
deductions from sales. On the Federal Reserve form of 
statement not only are sales returns and allowances deducted 
but also outfreight charges and, in some instances, other 
expenses which are regarded as direct selling costs as distin- 
guished from the indirect costs shown in the group of sell- 
ing expenses. Practice is not at all uniform in this regard. 
It should be stated that where the policy of the business is 
to sell goods f.o.b. destination, the outfreight charges may 
be regarded as a proper deduction from the figure of gross 
sales, as otherwise that figure is inflated by the item of 
freight, the cost of which is no part of the business organi- 
zation nor is it under its control. Where, however, goods 
are only sold occasionally f.o.b. destination, the outward 
freight is more properly treated as a cost of making the 
sale in the same way as advertising. It should therefore 
be included in the group of selling expenses rather than be 
treated as a direct deduction from sales. 


Supporting Schedules 

With the object of presenting a bird’s-eye view of the 
profit and loss activities for the year, it is desirable that as 
little detail be shown on the face of the statement as may 
be necessary to furnish the information desired. The profit 
and loss statement under this method of treatment must 
be supported as to its detailed content by schedules giving 
the full information which may at times be valuable to 
proprietor or manager. The first supporting schedule may 
well be headed ‘‘Cost of Goods Sold.” Therein should be 
shown the statement of inventory on hand at the beginning 
of the period, goods purchased during the year, inward 
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freight and carriage costs, purchase returns and allowances, 
and goods on hand at the close of the year, the result being 
the figure carried on the profit and loss summary. Where 
manufacturing is also carried on, this cost of goods schedule 
should include a statement of manufacturing activities, 
set up in the following order: raw materials used in manu- 
facture which will be derived from a statement of raw mate- 
rials inventory at the beginning, purchases, inward freight, 
purchase returns, and raw materials on hand at tlie close 
of the period. To this figure of raw materials consumed in 
manufacture should be added the direct labor costs for the 
period, the sum of the two giving the significant figure of 
prime costs. The addition to this of the factory expense 
set up in detail gives the cost of manufacture for the period. 


Adjustment of Inventories 


An adjustment should be made somewhere in this 
manufacturing section of the inventories of goods in process 
at the beginning and end of the period. This adjustment 
is usually made at the end of the manufacturing statement, 
but the position depends largely on the cost system in use 
and therefore the cost elements which make up the value 
of goods in process. If these values include raw materials, 
direct labor, and factory expense, and a separation of these 
elements is difficult or impossible, the adjustment is perhaps 
best made at the close of the manufacturing statement. 
Where, however, the elements referred to are easily sepa- 
rable, the difference between the cost of materials in the 
opening inventory of goods in process and the closing inven- 
tory should be added to the materials used in manufacture 
during this period or subtracted from them, as the case may 
be. Likewise, the difference between the labor items in the 
two inventories should be added to, or subtracted from, 
the direct labor cost for the current period. This makes 
possible an exact showing of the prime cust for the period. 
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The element of factory expense in goods in process should 
then be handled in the factory expense section, in this way 
doing away with the adjustment at the end of the statement 
as in the other case. While this method is more difficult 
and complicated, it is usually to be preferred. The cost 
of the finished product turned out during the period, as 
shown by the manufacturing section, must be added to the 
inventory of the finished product on hand at the beginning 
of the period, and from the sum of these two items must 
be deducted the finished product on hand at the close of the 
period in order to develop the cost of the manufactured 
product sold during the period. If, now, other commodi- 
ties are bought and sold in addition to those manufactured, 
the cost of the goods bought and sold should be shown as for 
a trading business. 


Selling Expense and Administrative Schedules 


The second schedule to be shown in support of the profit 
and loss statement will be the selling expense schedule. 
Herein will be included all the customary selling expense 
items, the total of which is carried on the face of the profit 
and loss statement. It may be desirable in some instances 
to omit advertising costs from this group and show them 
on the face of the statement as a separate item. ‘This is 
a particularly desirable policy either where advertising is 
a large item, or where results are to be shown during an 
advertising campaign. 

The third schedule is the general administrative items. 
It seems hardly worth while to attempt a separation of so- 
called general expense items from those of administration, 
as any basis of separation must necessarily be arbitrary. 

The fourth schedule will show the financial management 
expense and income items. These are the items which 
are shown on the statement under the heads of ‘Other 
Income”’ and ‘‘ Deductions from Income.”’ 
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These are the customary schedules presented. | When 
the statement of surplus is made a part of the profit and loss 
statement, as is sometimes the case, and there are many 
detailed entries during the period direct to surplus, a final 
schedule should present these charges and credits to surplus 
during the period. 


Schedules for Special Needs 

It frequently happens that it is desirable to carry addi: 
tional schedules to those explained, in order to show an 
analysis of certain earnings or operations which may be of 
special interest to the individual concern. Thus, it might 
be desirable to show an analysis of sales by departments, 
by geographical districts, or by branches. Similarly, ex- 
penses might be analyzed on the same basis. A branch 
organization, for example, might show all its activities, 
including the net operating profit by branches, the sum of 
the branch operating profits being taken into the combined 
profit and loss statement, after which appear the items of 
financial management expense and income. As heretofore 
stated, all these are problems concerning which no arbitrary 
ruling can be imade, the organization of the business and 
the information desired being always the determining factor. 


The problem of valuation as related to the commercial 
balance sheet has now been completed. Some miscellaneous 
matters of corporation accounting and finance follow and 
these complete the second year’s course of study. 


CHAPTER XXVIII 


LIQUIDATION OF A CORPORATION 


Reasons for Liquidating—Partial and Complete Liquidation 
There are a number of ways in which a corporation may 
cease to exist and a liquidation take place. The charter, if 
created for a fixed number of years, may expire. The state 
may see fit to repeal the charter in accordance with the right 
reserved at the time it was granted. The corporation may 
of its own accord surrender its charter; or the courts may 
decide that the corporation has forfeited its charter rights 
by reason of non-performance or because of some wrongful 
act. Failure to pay taxes due the state is an instance. The 
liquidation of a corporation may take place because of a 
consolidation resulting in loss of its original identity. In 
the case of a merger the merged corporation ceases to exist 
under the terms of the agreement made which may call for 
a more or less complete liquidation. Sometimes a reorgan- 
ization effects the liquidation of an insolvent corporation. 
If the new corporation obtains the assets of the previous 
corporation under a forced sale, the money received would 
be applied to the satisfaction of the old creditors’ claims. 
Insolvency is the most usual reason for liquidating a 
corporation. Insolvency may be either actual or legal. 
By the National Bankruptcy Act insolvency is defined as the 
condition in which the assets of a person, firm, or corporation 
are less than the debts. This definition emphasizes the 
economic point of view. A corporation is legally insolvent 
when the cash assets are not sufficient to pay debts when they 
become due. Either of these conditions may exist with- 
out necessarily disastrous results, though it generally leads 
493 


404 ACCOUNTING—THEORY AND PRACTICE 


to disaster sooner or later. However, the fact that these 
conditions do exist indicates that the business in question 
is not well managed. It is well, therefore, to bring out the 
more prevalent causes leading to insolvency. 


Current Assets Transferred into Fixed Assets 

A common cause of insolvency is the tying up of current 
assets in plant and equipment. While this may be the 
actual cause, the post-mortem assigns the cause generally 
to lack of ‘‘working capital.” When a business expands 
and orders are coming in in excess of the facilities at hand, 
thereisa great temptation to put a large part of the incom- 
ing funds into plant in order to take full advantage of the 
opportunities in sight. The result is that eventually the 
point is reached where it is impossible to get the cash ne- 
cessary to meet maturing obligations. While the need for 
plant and equipment may justify the outlay, they cannot 
readily be converted into cash for they are usually of such a 
special nature as to be of small value without the organiza- 
tion. 


Tying up Cash in Stocks of Material 


The conversion of the cash resources of a company into 
stocks of material is another cause of insolvency, especially 
if the turnover is slow or the business is of such a nature as 
to require large sums invested in materials. Though capital 
in this form is generally being converted into cash or other 
forms of working capital, the fact that large sums are in- 
vested in material does not always mean that its cash value 
measures the amount of working capital. On the liability 
side of the balance sheet there may be items such as short- 
time loans or accounts payable which must be deducted in 
order to determine the net working capital. If the stock 
carried is disproportionate to requirements, it is a sign of 
poor management. When this state of affairs is allowed to 
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continue for some time, the chances are that stocks will 
become obsolete or deteriorate, resulting in a loss. This 
will eventually result in the accumulation of current lia- 
bilities or floating debts and so bring about a condition of 
insolvency. 


Unwise Use of Cash for Paying Dividends 


Dividends are sometimes paid at a rate entirely out of 
proportion to average earnings, or a rate is maintained 
that is at variance with current earnings. Profits depend 
to a large extent upon economic and financial conditions. 
Business does not move on an even level throughout the 
years. The rule with conservative corporations is that 
dividends must not be allowed to rise, even in most prosper- 
ous periods, above a conservative estimate of the average 
earnings. In periods of prosperity the demand on the cash 
resources of a business increases as the prices of material, 
labor, and money rise. The result is that while a company 
may make large profits it may not be in a position to pay 
more than the usual rate of dividends. Many a corporation 
after paying big dividends in prosperous times has ended 
by placing its affairs in the hands of its creditors. Dividend 
payments are dependent not only upon profits but to a 
greater extent upon the concern’s cash position. To endeavot 
to doa large volume of business with a small working capital 
is generally a sure and a quick way of landing in bankruptcy. 
The prudent way is to withhold dividends until in the 
normal course of events cash is accumulated beyond the 
requirements of the business. The book surplus must be 
reinforced by a satisfactory cash balance as a basis for the 
declaration of cash dividends. 

Sometimes corporations may find it sound practice to 
pay dividends with the proceeds of temporary bank loans. 
This is not open to objection under certain circumstances. 
For example, the company’s business may be subject to 
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wide seasonal fluctuations or it may be of such a nature that 
it nominally operates with a small working capital. Even 
in these cases the assumption must be that the ioans can be 
repaid when due without any undue strain or effort. There 
is some question regarding the soundness of the practice, 
sometimes resorted to, of issuing long-term obligations or of 
selling additional stock for the purpose of obtaining cash to 
pay dividends. If the profits are extraordinarily large and 
the probabilities are that they will remain so, then the 
increased capitalization may not be a serious handicap in 
itself. However, where the surplus shown on the books is 
fictitious or when a legitimate showing of profits cannot be 
made, then such a transaction would clearly be fraudulent. 


Inability to Secure Cash for Refunding Operations 

Corporations sometimes issue bonds because of the fact 
that a larger return is gained to the stockholders than if more 
stock were sold. The interest rate on bonds is generally 
much less than the rate of profits and even less than on 
short-term loans or notes. The distinction between bonds 
and notes is mainly that of time. The proceeds from the 
bonds are commonly used for permanent improvements, 
while the notes are issued to bridge over the changing of some 
form of quick assets into cash. Generally the bonds are is- 
sued during a period of easy money but they may mature 
when the money market ishard. Ifa sinking fund has been 
provided, all that is necessary is to convert the securities 
in which the funds have been invested into cash and take 
up the bonds. But the fact that the returns on the se- 
curities in the sinking fund are as a rule much less than can 
be realized by placing the money in betterments, operates 
against its use. 

When, therefore, the bond issue becomes due in a period 
of financial stringency, or even during normal times if the 
business has not been highly successful or if its credit has 
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been impaired, the company may be unable to liquidate its 
assets and pay it off. The consequence is that a foreclosure 
of the mortgaged property is made. 


Excessive Borrowing on Short-Term Securities 


A frequent cause of insolvency is excessive borrowing 
by means of short-term securities in the form of accounts 
payable, acceptances, and notes. The notes may be classified 
into: (1) notes discounted at some bank; (2) notes sold to 
the public; and (3) merchandise notes. There are three 
legitimate uses to which they may be put, namely: (1) 
to take care of a temporary lack of funds; (2) to extend fur- 
ther credit to customers; and (3) to increase the stock of 
easily marketable goods on hand. Definite provision must 
be made to meet the notes at maturity, which in the case 
of bank loans run from 30 days to six months—generally 
60 to 90 days. The use made of funds obtained in this man- 
ner is a matter of importance to bankers when extending 
loans. 

To use any one of these forms of borrowing for the pur- 
pose of financing betterments and additions is dangerous 
and essentially unsound. Such obligations are generally 
contracted during a period of prosperity and expanding 
business for the purpose of taking care of temporary needs. 
They frequently become a source of embarrassment when a 
period of money stringency sets in. If the borrowings are 
in excess of the quick assets, the policy is unsound at all 
times. Conservative managers make provision for meeting 
their notes at maturity before they issue them. 

The short-term notes sold to the public usually are for 
longer periods than those discounted at the banks--the 
period ranging from one to five years. When the time.s not 
appropriate for a bond issue and it is desirable to defer it, 
short-term notes are generally issued and marketed through 
note brokers, often throughout the country. This is an ef- 
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fective means of deferring a bond issue until money is 
easier and better terms can be obtained for the larger issue. 
When the bonds are sold the notes are retired with a part. of 
the proceeds. The danger of this financial practice is that 
the notes may mature before the bonds can be marketed, as 
would probably be the case if a period of depression ensued. 
This would involye disaster if provision for refunding had 
not been made, especially as the proceeds of such notes, like 
the proceeds of a bond issue, are generally used for better- 
ments and additions. 


Losses in Conducting the Business 

A business, through defects of management, does not al- 
ways fulfill the expectation of its promoters. The price of 
the product may be set without regard to true costs, and 
losses pile up with or without the knowledge of the manage- 
ment. Competitive conditions may have to be met and 
efficiency of management be an absolute requisite if profits 
are tobe made. An organization is of slow growth and the 
price paid for experience may eat up all the profits. Poor 
workmanship, duplication of effort, poor planning in the 
factory, resulting in a high unit cost—these are all factors 
which may bring disaster if not detected and remedied in 
time. The promoters may have been unusually optimistic 
in regard to the business that could be done, with the con- 
sequence that a plant is constructed much in excess of actual 
market possibilities. Losses of a serious nature then result 
from the poor utilization of fixed assets. ‘‘Lack of ability”’ 
is the phrase commonly used in describing this cause of in- 
solvency. The usual symptom of the malady is a reduction 
in current assets and greater difficulty in obtaining credit. 


Loss through Fraud, Theft, or Unavoidable Causes 


The corporate form of business lends itself to exploi- 
tations of many kinds. The public is usually victimized, but 
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sometimes the stockholders suffer through a breach of trust 
on the part of officers—as for example, the granting of con- 
tracts or the payment of exorbitant salaries to the detriment 
of the large body of stockholders. Another form of exploi- 
_tation is the diversion of profitable business to some other 
corporation controlled by the untrustworthy officers. Then 
again the officers may buy up unprofitable ventures and sell 
them to the corporation at a large profit. The juggling of 
accounts may cover up fraud and exploitation. The profits 
may be sacrificed for the purpose of squeezing out the 
minority stockholders, or contracts may be made with a 
subsidiary whereby it takes most of the profits, or the 
profitable features of the corporation may be sold to a 
new company. These modes of freezing out the minor- 
ity are naturally promoted by the majority stockholders. 
Whatever may be the means used, these various methods of 
exploitation may lead to insolvency, their ultimate effect 
depending upon the condition of the company and the ex- 
tent to which they are carried on. 

Unavoidable causes which may lead to the impairment or 
complete loss of a corporation’s assets are the disruption of 
the organization and its earning capacity through fire or 
earthquakes or other natural causes; or new inventions 
may kill the demand for its product; or improvements in 
machinery and equipment may render obsolete a large 
capital investment. 


Methods of Liquidation 

There are several forms of procedure in case liquidation 
is found advisable or necessary, and in general there are 
three courses open, viz.: bankruptcy, voluntary dissolution, 
and receivership. 

Bankruptcy. This perhaps is the most common method. 
It is of two kinds—voluntary andinvoluntary. If voluntary 
bankruptcy is contemplated, the debtor files a petition in 
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the federal court for his district, stating the number and 
amount of his debts and the amount of his assets. Creditors 
are then served with the notice and copies of the petition. 
Further proceedings are similar to those in involuntary 
bankruptcy. Involuntary bankruptcy proceedings may be 
brought if the debts are not less than $1,000 and an act of 
bankruptcy has been committed. 

The following are legal acts of bankruptcy: 


I. To convey, transfer, conceal, or remove, or to per- 
mit to be concealed or removed, any part of the 
debtor’s property with intent to hinder, delay, or 
defraud his creditors. 

2. Totransfer while insolvent any portion of the prop- 
erty to one or more creditors with intent to give 
preference to them. 

To make a general assignment for the benefit of 
creditors, or being insolvent to apply for a receiver 
or trustee for the property. 

4. For the debtor to admit in writing his inability to 
pay his debts and his willingness to be adjudged a 
bankrupt on that ground. 

To suffer or permit, while insolvent, any creditor to 
obtain preference through legal proceedings and 
not have vacated such preference at least five 
days before the sale or final disposition of the 
property affected by such preference. 


ie) 


on 


After the petition has been presented the next step is the 
appointment of a receiver or trustee for the purpose of pro- 
tecting the creditors, and also in the case of the individual 
to secure the application of his property to the settlement 
of his debts so far as possible and so secure for him a dis- 
charge from further liability. 

Bankruptcy proceedings are regulated by the National 
Bankruptcy Act of 1898. The courts of the Federal Gov- 
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ernment have jurisdiction in these proceedings. Under the 
National Bankruptcy Act, a person is insolvent ‘‘when the 
aggregate of his property, exclusive of any property that he 
has conveyed, transferred, concealed or removed, or per- 
mitted to be removed with intent to hinder, delay or defraud 
his creditors, is not, at a fair valuation, sufficient in amount 
to pay his debts.” 

Voluntary Dissolution. A corporation may or may not 
be insolvent when making a voluntary dissolution. The 
reasons for the decision on the part of the stockholders 
to take this step may be various. Perhaps business is 
falling off and further profitable use cannot be made of the 
capital, or the company while solvent is losing money and 
drawing on its surplus. Again the cause may be due to 
legal complications, especially when concerns are adjudged 
combinations in restraint of trade. Voluntary dissolution in 
general is due to the fact that the condition of affairs seems to 
be unprofitable and the near future promises nothing better. 

Receivership. One method of liquidating an insolvent 
corporation is by means of areceivership. The appointment 
of a receiver in equity is different in purpose from that of a 
receiver in bankruptcy. The function of the receiver in 
equity is to continue the business until it is wound up. In 
bankruptcy proceedings a receiver is appointed temporarily 
to preserve the property until a trustee can be elected. 
He does not conduct the business, but merely takes care of 
the goods, and pays taxes and dues, until the election of 
the trustee. A receivership in equity is frequently a pre- 
liminary step to reorganization. While the concern is tech- 
nically insolvent in that the quick assets are not sufficient 
to meet maturing obligations, the total assets really exceed 
the total liabilities. Were the fixed assets sold, only a small 
fraction of their value might be realized. Under these circum- 
stances the appointment of a receiver in equity is a valuable 
measure, giving time to provide for permanent remedies. 
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Liquidation under Bankruptcy 

In involuntary bankruptcy proceedings the creditors 
file a petition in the federal courts located in the judicial 
district where the bankrupt has his place of business or in 
which his property is located. A copy of the petition is 
served on the bankrupt. The petition generally asks for 
the appointment of a receiver to protect the property until a 
trustee can be elected. The receiver is appointed by the 
court and is given charge of all property of the bankrupt 
until the first meeting of the creditors. The proceedings 
are generally conducted before a referee in bankruptcy 
appointed by the court. After the expiration of 20 days, 
during which the bankrupt is allowed to make his reply, he 
is required to file a list of all claims against him. A meeting 
of all creditors whose claims have been allowed by the court 
is then called and, if the petition is granted, a trustee is 
elected. Creditors who have some security for their claims 
are not allowed to vote for the trustee unless the security 
is insufficient to cover their claims, in which case they may 
vote on the amount of claim which is unsecured. 

As soon as the trustee has been elected the creditors 
should file their claims with him together with the proof of 
the claims. This may consist of an affidavit stating the 
nature and amount of the claim, and the security held, if any. 
The bankruptcy proceedings are carried through unless the 
creditors and debtor agree to compromise. 

The trustee’s first duty on his appointment is to collect 
all the property and any debts owing to the bankrupt, and 
to turn everything into cash in as short time as possible 
without unduly sacrificing the assets. As a general rule it 
is necessary to keep the business going for some time in 
order to get the most out of it. From the receipts the 
trustee pays taxes, filing fees, court costs, attorney’s fee and 
wages due, and then the creditors. Servants and persons 
employed for three months prior to the bankruptcy proceed- 
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ings are entitled to be paid before any other claims are 
settled. After that the secured debts are discharged to the 
value of the security. When these items have been paid, if 
there remains enough to pay 5% of the total amount of all 
other claims, the creditors are entitled to have a dividend 
declared within 30 days after the debtor has been adjudged 
a bankrupt. If not, they must wait until the trustee has 
collected a sufficient amount. Afterwards the creditors are 
entitled to dividends from time to time until the entire 
amount in the hands of the trustee has been paid out. When 
the final dividend has been paid the trustee makes up his 
accounts, presents them at court, and asks for a discharge. 
He then is entitled to his fee based on the value of the funds 
that have gone through his hands. 


Liquidation under Voluntary Dissolution 

A corporation may be dissolved and its affairs wound up 
by the proper procedure if all its stockholders consent. In 
some states a majority is sufficient, and in certain cases even 
less. Statutory provisions prescribe the procedure in most 
of the states. The process of voluntary dissolution consists 
simply of gradually closing down the business by realizing 
on the assets, and distributing the funds among the creditors 
and stockholders. This usually involves a vast amount of 
detail work, such as the transfer of contracts, the sale of 
parts of the business, the taking of inventories, the making 
of appraisals, and so on. 


Liquidation under Receivership 

The receivership in bankruptcy is only a step in the chain 
leading to the appointment of a trustee under whom the 
process of liquidation takes place. As already stated, 
the receivership in equity is sometimes not a process of 
liquidation but a means of carrying on the business pending 
reorganization. In case the assets are greater than the 
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liabilities, it may be advisable to effect some sort of re- 
organization to continue the business. The receiver can 
continue the business in whatever way the court will permit. 
Any of its unprofitable and unessential parts may be sold 
and in this way a partial liquidation may be effected. 

With permission of the court the receiver may issue 
receiver’s certificates to meet immediate and necessary 
running expenses. The certificates usually have the first 
claim on the assets. It seldom happens that these remedies 
are sufficient to put the company on its feet and the receiver 
in the end will wind up the business by disposing of the assets 
and distributing the proceeds as instructed by the court. 

A receiver is an officer of the court and acts under its 
instructions. In all dubious matters he can protect himself 
from liability by procuring an order of court or by refusing 
to act until authorized by an order of court. 


Status of Creditors in Liquidation 

Creditors may be divided into two groups—secured and 
unsecured. Those that have a lien upon some specific part 
of the assets, such as buildings, machinery, or materials, 
and holders of bonds are among those whose claims are 
secured. Trade credits and bank loans often have no other 
security than the standing of the firm. 

If the business has been in a receiver’s hands and receiver’s 
certificates have been issued, these may be given priority 
over all debts except those for taxes. The bondholders are 
usually given the opportunity to appear and present their 
arguments fororagainst the issuance of receiver’s certificates. 
The court directs the issuance at its discretion. 

Preferred and common stockholders receive what is left 
after everyone else has been paid. If the preferred stock is 
preferred as to assets, it takes priority over the common 
stock. Often, however, the preference is only as to earnings, 
in which case the two stock issues share equally in the 
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liquidation. Directors are prohibited by law from declaring 
dividends except out of earnings. If it should appear that 
dividends have been paid out of capital and not out of earn- 
ings, the stockholders are liable for any amounts thus paid 
out to them. If the stock issued is only partly paid, the 
stockholders are liable up to the amount which remains 
unpaid. 


Accounting for Liquidation 


Accounting for liquidation may be simple or complex, 
depending upon circumstances, but it involves practically 
nothing new: in principle. The main bookkeeping features 
for a liquidation which takes place because of bankruptcy 
or receivership are treated in Chapter XXXV where some 
specialized forms of statement are discussed and illustrated. 
Here it is purposed merely to point out the accounting pro- 
cedure necessary in the case of a voluntary dissolution. 
Under a voluntary liquidation the same books of account 
are used as for the regular record of business transactions, 
and the procedure is merely a matter of recording the conver- 
sion of assets into cash. This involves taking into con- 
sideration, in the case of depreciating assets, the adjustment 
between the asset account, the depreciation reserve, and the 
loss or gain realized upon the final disposal of the asset. 
It may be desirable to separate these losses and gains on the 
sale of fixed properties from the losses and gains of the 
stock-in-trade, particularly if operations are continued up 
to the point of the final disposal of the merchandise stock 
on hand through the regular channels of trade. If, however, 
the sale of the whole property, including stock-in-trade, is 
effected, there is no occasion for the separation of the results 
of the liquidation of the two types of assets. But if this 
is desirable a separate clearing account, sometimes called 
‘Liquidation Profit and Loss,’’ may be opened to sum- 
marize the losses and gains on fixed assets before transferring 
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the net result of both into surplus. As the assets are sold 
and converted into cash the liabilities will be liquidated in 
due course, the accounting features here being the same as 
during the period of regular operation. After all assets 
have been converted into cash and all liabilities liquidated, 
only the cash and net worth accounts will remain on the 
books of the corporation. If the net result of the liquidation 
has been to encroach upon the original capital, the net 
worth accounts will consist of a deficit account and one 
or more capital stock accounts. If, however, a profit has 
resulted or if the resulting deficit is not sufficient to wipe out 
any previously accumulated surplus, the net worth accounts 
will consist of a surplus account and the various capital 
stock accounts. 

The final step in liquidation will be the declaration of a 
liquidating dividend of the amount of cash on hand; this 
will be apportioned, just as all other dividends, on the basis 
of the stockholdings of the various shareholders. The books 
will be finally closed by charging the dividend and deficit, 
if any, to the various capital stock accounts in the one case; 
or by charging the dividend against the various capital stock 
accounts and surplus in the other case. In practice the 
closing of all accounts on the books is seldom carried out, 
the bookkeeping ceasing with the declaration of the liquidat- 
ing dividend which disposes of the cash. Except asamatter 
of complete record, nothing is to be gained by closing off the 
accounts, 


CHAPTER XXIX 


COMBINATIONS AND CONSOLIDATIONS 


Reasons for Combination 


The primary purpose of the formation of a combination 
or a consolidation of two or more corporations, or of the 
taking over of a partnership business by a corporation, is 
to secure greater profits through unity of control. To this 
end the various parties to the consolidation agree to subordi- 
nate their own interests if the effectiveness of the larger unit 
is thereby increased. ‘The main object in view is the control 
of any external or internal factors that affect earnings. 
Profit may be increased by economy of operation resulting 
from large-scale production, by economies in use of by- 
products, by the standardization of product and improve- 
ment of quality, and by the elimination of duplicate effort; 
or the control of sources of supplies or of a marketing or- 
ganization, or greater ease in obtaining capital, or greater 
facility in dealing with labor, may be among the advantages 
obtained. In the past the most important of all factors has 
been the elimination of competition by the control of selling 
prices, thus securing a greater hold on the market and re- 
ducing selling expense. A consolidated enterprise enjoys the 
advantage of adding to its plant facilities and rounding out 
the scope of its activities without the expenditure of new 
construction or capital purchases entailing the raising of 
large sums of money. 


Types of Consolidation 


In the popular mind the terms, combination, trust, 
holding company, consolidation, and merger stand very 
597 
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much for one and the same thing. The end sought is gener- 
ally the same, namely, the power to control in some degree 
the conditions surrounding a particular industry. The 
means used are dictated by the actual conditions governing 
the situation, such as the possibility of coming to an agree- 
ment, legal aspects, financial factors, etc. 

Where the elimination of competition was the main 
consideration, the end sought was most easily achieved by 
arrangements variously termed a ‘‘gentleman’s agreement, ”’ 
an ‘‘interlocking directorate,” a ‘‘community of interest,” 
a ‘‘pool,’’ or a ‘‘voting trust’’—the results of which were 
generally referred to as ‘‘combinations.’’ Like the earlier 
form of the holding company, the “‘trust,”’ they are known 
in the federal courts as ‘‘combinations in restraint of trade, ”’ 
are illegal, and are no longer entered into. 

The trust derived its name from the fact that it was 
controlled by a board of trustees who issued trust certificates 
in lieu of the stock of the participating companies. Popular 
aversion to this form of control has led to the formation ot 
another and better type of organization known as the “‘hold- 
ing company.” While the holding company is generally 
classed among the combinations in restraint of trade and in 
a number of instances, like its predecessor, has come to grief 
through the enforcement of the anti-trust laws, its legality 
is recognized in those states where ownership of the stock of 
other corporations is allowed by law and where no restraint 
of trade or interference with competition is effected. A 
holding company organized in one state may control cor- 
porations organized under the laws of other states. The 
holding corporation can itself be controlled by the owner- 
ship of 50 or 51 per cent of its stock, and the control of its 
subsidiaries is obtained with stock ownership in the same 
ratio. Thus a relatively small capital investment may 
exercise a far-reaching control. 

A holding company as a rule buys up the controlling 
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stock interest of the companies in which it is interested, and 
elects its own men on the board of directors of the sub- 
sidiaries. Frequently the larger stockholders of competing 
corporations get together and form the holding company. 
In this case very little difficulty is experienced so far as 
financing is concerned, whith is usually a matter of ex- 
changing the stock of the various companies for the stock 
of the holding company. grey 

One of the advantages accruing to the holding company, 
aside from the favorable financial and legal aspects of the 
enterprise, is that the subsidiaries remain as operating and 
business units. This is often desirable because of the 
value of the good-will accruing to the constituent companies 
from years of business dealing with their customers. The 
advantages of the close consolidation may be often obtained 
by stimulating rivalry between the various plants of the 
same industry and by exchanging information as to suc- 
cessful methods of operation. 

A holding company does not generally own all the stock 
of the subsidiary. Often, however, this is necessary because 
of the trouble that a small minority of the stockholders can 
create if the interests of the subsidiary and the holding com- 
pany clash; such as might be the case if, for reasons of effi- 
ciency, the plant of the subsidiary were closed down. It 
would naturally be a gain to the holding company but a loss 
to the minority stockholders of the subsidiary if the pro- 
ductive capacity of another plant could be utilized to better 
advantage. 


Accounting for the Holding Company 

In Chapter XV where the principles of valuation of 
permanent investments were discussed, reference was made 
to the method of valuing the holdings of the stock of sub- 
sidiaries as carried on the books of the holding company. 
A distinction was there made between the accounting proce- 
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dure in showing the holdings of the subsidiary stocks when 
the parent company has complete ownership, and when its 
ownership is only partial—though usually a controlling— 
ownership. If the ownership is complete, as there pointed 
out, to show the consolidated balance sheet and profit and 
loss summaries is the best and:-only intelligible presentation 
of condition. Where ownership is not complete the balance 
sheet of the holding company must carry the stock of the 
subsidiary at a valuation which varies in accordance with the 
earnings and dividend policy of the subsidiary. In addition 
to the method of showing the valuation of the holdings in 
the subsidiary, it may for certain purposes and particu- 
larly for internal use, be desirable to append to the state- 
ments of the holding company financial statements of each 
of the subsidiaries so as to give an intelligent view of the 
condition of the properties of all the companies. These 
appended statements are, of course, not an integral part of 
the financial statements of the holding company but are 
necessary as furnishing information which the officers of the 
holding company may need in their direction of the policy of 
the subsidiary. For a detailed discussion of the consoli- 
dated balance sheet and profit and loss summaries the 
student is referred to Chapter XXXIV. 

Aside from the financial statements, no special account- 
ing problems or peculiarities arise in accounting for the hold- 
ing company. Where, as is usual, accounts with the 
subsidiaries appear on the books of the holding company 
other than stock accounts showing the investment, the 
chief problem lies in the valuation of these accounts. That 
feature was also discussed in Chapter XV to which the 
student is referred. 


Distinction between Consolidation and Merger 
Consolidation, in the legal sense, refers to the complete 
union of two or more etiterprises. It is a fusion whereby 
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each company loses its identity in the larger unit of the new 
corporation. The prior corporations are dissolved and 
cease toexist. The stock of the old corporation is exchanged 
for that of the new corporation upon an agreed ratio. The 
usual procedure for statutory consolidation is as follows: 


1. Agreement by the directors of the various companies 

asivO uerims,, euC, 

Assent of the stockholders of each company to the 

directors’ agreement. 

3. Filing of certified copies of the agreement, with the 
vote in its favor, in the same offices in which the 
certificates of incorporation of each corporation 
were originally filed. 

4. The exchange and issuance of new stock for the 
old stock of the constituent companies. 


LS) 


The merger of a number of corporations is generally heid 
to be a method of consolidating. The difference is that a 
consolidation is a fusion while a merger is rather an absorp- 
tion. Theconstituent companies are merged into an existing 
one and no new corporation is formed. The rights, fran- 
chises, and interest are deemed to be transferred to, and 
vested in, the corporation into which the various companies 
have been merged without any deed or transfer, and the 
liabilities follow the rights. 


Formation of Consolidation and Merger 

In the formation of a consolidation or a merger the 
services of a promoter may be necessary. This is especially 
true if the various companies are direct competitors and 
deep-rooted jealousies exist. Under the circumstances an 
outsider has the best chance of effecting an agreement 
between the parties. The difficulty encountered in all 
consolidations and mergers is the exaggerated idea of officials 
regarding the importance and value of their own plant 
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and organization as related to the rest. This difficulty is 
accentuated in effecting a merger because of the irrevocable 
nature of the compact and the almost complete disappear- 
ance of lines of demarcation as to the tangible and intangible 
assets of the various units. These difficulties are overcome 
in many instances by the promoter’s keeping the terms 
arrived at with each company a secret. Direct dealing is 
possible in the case of a merger when the various companies 
are supplementary to each other, such as would be the case 
where a selling organization is merged into a manufacturing 
corporation the product of which it distributes. 


Principles of Valuation of the Constituent Companies 

In all the foregoing cases the question at once arises as to 
the principles which should govern in arriving at a valua- 
tion. Should the value of the net assets comprising plant, 
equipment, etc., or the earnings for a number of years serve 
as a basis in arriving at the ratio of exchange in cash or 
stock? What relative weight should be given to the various 
items? A concern with large assets when not running its 
plant to full capacity would be averse to having’the appor- 
tionments based on earnings. The corporation with rela- 
tively small assets but with large earnings on the capital 
invested would not want the value computed on net assets. 

If the net assets are an important factor of valuation, 
an appraisal should be made either through a committee 
or by independent appraisers. If such an appraisal cannct 
be made, the books should be examined to see that the valua- 
tion of each plant and equipment is correct. Great care 
should be exercised to see that capital additions represent 
actual additions to the plant or serve to increase its capacity 
or lower its cost of production. The method of handling 
improvement expenditures should be uniform. It is neces- 
sary to determine that proper entries have been made in 
respect of property abandoned or equipment removed from 
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service. Another point requiring careful investigation is the 
provision of ample reserves for depreciation, and the same 
method of calculation and consideration of the different 
elements of depreciation and the conditions under which 
they are operative must be taken into account in all the 
companies. 

The main problem in using earnings as the basis for valua- 
tion is the determination of the number of years’ profits to 
be averaged. Care must be exercised to handle uniformly 
the earnings and expenses of the various companies. 


Fundamental Principle of Equalization of Conditions 

Before an intelligent estimate or computation can be 
made of the relative value of each unit in the proposed con- 
solidation or merger, the variousitems that make up the assets 
and earnings of each company should be examined from the 
same point of view. Accounting systems and methods are 
so varied that a common basis of computation must be con- 
structed or agreed upon before a comparison can be made. 

In general, the following points should be considered: 

1. A uniform accounting system for all the companies 
to be merged, in order to have the same basis in 
arriving at the results. 

2. The reserves for depreciation should be based on 
an analogous system of calculation. 

3. Costs should be determined in the same way if the 
companies carry on the same industry; if the 
industries are not similar the cost should be re- 
duced to the same basis. 

4. The apportionment of labor, factory expense, and 

factory overhead should be uniform. 

Only real items of cost should be included under the 
head of cost of plant and all income charges 
should be eliminated so as to give a basis for 
comparing manufacturing items. 


ul 
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6. The same methods of inventory-taking, both of 
working assets and fixed capital, should be used. 
Proper valuation of accounts receivable should 
be made. The accounts payable should be 
properly shown. 

7. The amount of orders on hand should be considered. 
The past year may have been poor and the books 
may not reflect the true state of affairs. 


Valuation of Partnership 

Where, as frequently happens, a partnership is a party to 
the merger, it isnecessary to consider the method of handling 
certain items in the partnership accounting which differs 
from their handling under the corporate form, so that the 
valuation of the assets and earnings of all the properties 
can be placed on an equitable basis. Such items are part- 
ners’ salaries and drawings, and the interest on capital and 
drawings for the purpose of adjusting the various partners’ 
interests. In partnership accounting the proper treatment 
of partners’ salaries, drawings, and interest on capital and 
drawings requires that these appropriations of profits be 
shown in the profit and loss summary; i.e., the figure of net 
profits for a partnership is determined before taking into 
consideration the items mentioned. However, one occa- 
sionally finds partners’ salaries and adjustments on account 
of interest handled as expenses of the business. To place 
the earning capacity of the partnership on an equitable 
basis for comparison with the earnings of a corporation, a 
reasonable figure for the salaries of the partners as managers 
of the business must be agreed upon and treated as an 
expense chargeable to operations before the determination 
of net profits. Partners’ drawings and interest adjust- 
ments on account of capital and drawings should not be 
taken into account in the determination of earning capacity. 
In determining the amounts of partners’ salaries, that which 
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would be appropriate for similar capacities in a corporation 
should be allowed as deductions from earnings. All the 
items mentioned above in connection with placing the 
properties of the several corporations on an equitable basis 
for valuation apply with equal force to the properties of 
any partnerships which may become parties to the merger. 


Earning Capacity 

Any extraordinary profits or losses not due to the ordinary 
operations of the business should be eliminated when com- 
puting profits. Interest on borrowed money should not be 
included. The charges to operating expense on account of 
repairs should be adequate, and care must be taken to see 
that charges to the repair accounts do not show a sudden 
falling off toward the close of the period under review. 
The reserve for depreciation should be credited with the 
proper amounts. Sales, effected for a subsequent period, 
are not to be considered in the accounts of the current period 
as this would tend to inflate the profits. Shipments made 
to branch offices or on consignment account should not 
be regarded as sales. Ample provisions should be made for 
all liabilities for expenditures incurred during the period 
under review and outstanding at the close thereof. The 
inventories should be checked over carefully and certified 
by the parties taking them. Allowance for old or obsolete 
material should be made. 


Good-Will 
The determination of the value of good-will is generally 
a delicate proposition unless the parties to the consolida- 
tion or merger first agree as to the basis on which it is to be 
computed. This is generally anything that the interested 
parties choose to make it. 
The two methods commonly used for eeu@ating the value 
of good-will have already been discussed in Chapter XVIII. 


516 ACCOUNTING—THEORY AND PRACTICE 


Capitalization of a Consolidation or a Merger 

The capitalization of a corporation, in a legal sense, 
is the sum total of the par value of the authorized capital 
stock. From an investment or economic point of view it is 
the sum total of all the stock and bonds issued or out- 
standing. 

There are three different bases of capitalization: (1) 
cost of property plus accumulated surplus value; (2) cost of 
reproducing the property; and (3) earning power. Accord- 
ing to legal theory the investment or the cost plus surplus 
is the proper basis. This idea has been fostered by the fact 
that shares have been assigned a definite face value. While 
at the beginning of a new enterprise investment value and 
capitalization may closely correspond generally, they soon 
diverge widely—due to smaller or greater earnings than 
were estimated or to depreciation or accretion in the value 
of the assets. When the potential earning power of the 
business begins to be realized, conditions begin to change and 
the value of the tangible and intangible assets fluctuates. 
The basis of capitalization changes with these fluctuations 
and the laws regulating it are in practice only complied with 
nominally. The custom is to adjust the value of the assets 
to harmonize with the capitalization rather than vice versa. 
Such a policy is to be deprecated. 

The cost of reproducing the property as a basis of capi- 
talization is as yet only seriously considered in theory. It 
is very doubtful if the method will ever be used in actual 
practice. 

Earnings, past or potential, perhaps form the basis 
for capitalization most frequently used. Investment value 
closely corresponds to the rate earned and the degree of 
permanency of the earning power. To secure an income is 
the motive of all investment. In practically all consolida- 
tions and mergers the estimated increase in earnings due to 
the application of better methods of operation plays an 
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important part not only in the promotion and formation 
of the new company, but also in deciding upon the capi- 
talization. While the plant value and the past earnings of 
each of the companies may be considered in allotting them 
their respective interests, these are not a safe guide as to 
future earnings. In the case of partnerships especially and 
often in the case of corporations, there is a loss of valuable 
good-will. It is generally held that the benefits of con- 
solidation greatly overbalance these disadvantages. The 
savings due to the elimination of duplicate work in factory 
and office, the cutting down of the item of rent, the saving 
in the cost of selling, the greater effectiveness of advertising, 
etc.—all are reasons held out as warranting this or that 
capitalization. 


Payment of Amalgamated Interests 

In a consolidation or a merger the usual practice is to 
pay the various interests in the companies which are amalga- 
mated with bonds, preferred and common stock, and in 
some instances with cash. The proportion and kind of pay- 
ment will depend upon the conditions surrounding each case. 
The prevalent custom is to pay for the net assets in pre- 
ferred stock and to issue common stock for good-will. Often, 
however, bonds are used to pay for the tangible assets; 
preferred stock is issued for the intangible assets; and com- 
mon stock represents the additional profits that are expected 
to accrue to the corporation through the consolidation or 
merger. The issue of bonds to cover all the tangible assets 
is generally a dangerous procedure because of the high 
fixed charges resulting therefrom—though advantageous 
when the difference between the fixed charges and the net 
earnings is large. Bonds generally carry relatively small 
interest because of theirsafety, whereas the use of preferred 
stock entails a smaller equity for the common. The bond- 
holder is not concerned with the capitalization or nature of 
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the issues over which he takes precedence. For the same rea- 
son it is not usual for the preferred stockholder to complain 
about overcapitalization through the use of common stock. 
The business risk involved depends upon the nature of the 
business and the ability of the management. No financial 
arrangements should be made that do not take into con- 
sideration the fluctuations that are inherent in the business 
and their effect upon net income. 

Another apportionment sometimes made is to issue bonds 
for the fixed assets; preferred stock for the working capital ; 
and common stock in proportion to the prospective earnings 
of the consolidation or merger. New bonds are exchanged 
for the old bonds or preferred stock of the constituent 
companies, while the common is exchanged for the corre- 
sponding issues in the merged corporations. The balance 
is used for the purpose of paying organization expenses and 
the fees of the promoters, and to provide working capital 
for the consolidation. The ratio and the medium will 
depend to a great extent upon the nature of the business, 
the attitude of those who are interested in the merger cor- 
porations, and the optimism or hopes of the promoters. 


Closing the Books of the Merged Concerns 


Closing the books of the merged concerns presents the 
problems of accounting for the sale of the subsidiary com- 
panies. This may be effected in two ways. Where the 
sale is made at the book values as carried on the records of 
the subsidiary, no adjustments whatever become necessary. 
Where, however, the price received is less or greater than the 
book value of the concern, it becomes necessary to show 
the difference between book and sale valuation. In taking 
account of these differences two methods are employed. 
Under the one an adjustment is made of all the detailed 
valuations of the items of property as taken over. It be- 
comes necessary, therefore, to adjust each property account 
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through its depreciation reserve or through surplus, in order 
to bring it to the value at which it is taken over. This 
may, and frequently does, necessitate setting up a good-will 
account on the books of the vendor company. After the 
books are thus brought into accord with the sale agreement, 
the closing of the accounts follows the procedure laid down 
in Chapter XXVIII for the liquidation of a company. 

Under the second and more common method, no attempt 
is made to adjust the individual items of properties sold in 
accordance with the appraisal committee’s report, but all 
differences are cleared in a lump sum through the surplus 
or deficit accounts. If the saleis made for cash, the amount 
received is then disbursed as a liquidating dividend to the 
shareholders. If the property is sold for stock and bonds 
in the merged company, either this stock is handed over 
en bloc, in which case it is likewise distributed as a liquidat- 
ing dividend, or the merger company may issue the stock 
and bonds as a liquidating dividend for the vendor company 
on the basis of the report of the shares belonging to each 
stockholder. Upon notice that such stock and bonds have 
been issued to its shareholders, the vendor company closes 
up its records completely by cancelling its proprietorship 
accounts against the charge account set up against the merger 
company until the stock is issued. 


Opening the Books of the Merger 

As a merger is a corporation, the opening of its records 
follows the same lines as that of any other corporation, 
excepting that when payment of subscriptions for capital 
stock is to be recorded, cognizance must be taken of the 
manner of payment. The subscription contract, in so far 
as it relates to the various subsidiaries, is usually canceled 
by turning over the properties of the subsidiaries. The 
assets are taken over at an appraised price which becomes 
the basis for the amount of subscription to the stock of the 
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merger by each subsidiary. In Chapter I, where mention 
was made of the payment of stock subscriptions in property, 
it was pointed out that it may be desirable to bring onto the 
books the lump sum representing the appraised purchase 
price paid for the subsidiary some time before the appraisal 
committee has submitted its report on the detailed valua- 
tion of the various items of property taken over from the 
subsidiary. The customary method of handling the situa- 
tion on the books of the merger was there shown. The 
bookkeeper is not concerned with the valuation of any of 
the items taken over, but must make his entries in accord- 
ance with the valuation report turned in by the appraisal 
committee. The main problem in the merger, then, is 
one of valuation and not of accounting. As stated above, 
payment to the subsidiaries may be made by the merger 
in either of two ways. An entire block of stock may be 
turned over to the subsidiary company and be distributed 
by it as liquidating dividends to its stockholders, or the 
merger may issue shares to the individual stockholders of 
the subsidiaries in accordance with information furnished 
by the subsidiary. 


CHAPTERT XXX 


BRANCH HOUSE ACCOUNTING 


Advantages of Branch and Agency System 

The branch and agency forms of increasing ‘sales in 
large enterprises are an outgrowth of the policy of ‘‘service”’ 
combined with economy of management which dominates 
all present-day capitalistic enterprises. The tendency of 
a successful business is to absorb other businesses in the 
same line through combinations and amalgamations, and 
thus the policies of apparently independent units in a single 
district or throughout the entire country may be controlled 
by the central management at a head office. 

Where a business serves consumers direct by means of 
retail stores, as for instance, the chain tea stores, the chain 
cigar stores, the 5c and Ioc stores, the system offers one of 
the best means of bringing the business into close personal 
touch with customers. It gives customers an opportunity 
to examine the wares at their convenience, and at the same 
time it gives the local branch manager an opportunity to 
build up good-will for the distant proprietor. 

By these means also, stocks of merchandise can be better 
selected for local needs, and the buying power of each terri- 
tory and the quantities carried on hand can be better ad- 
justed to secure the greatest possible turnover of stock 
during an operating year. 

There is no doubt that a campaign of education to intro- 
duce new goods or appliances can be more successfully 
conducted through local branches or by personal visits of 
local agents residing in the territory. Illustrations of this 
are the present methods of selling sewing machines, phono- 
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graphs, pianos, electric and gas appliances, etc. When 
branches are given authority to sell on credit and collect 
their own accounts, credits can be more intelligently ex- 
tended and collections can bé more carefully watched by 
a local branch manager. 

Agency and Branch Differentiated . 

There is a great deal of difference between the organiza- 
tion and management of agencies and of branch houses. 
An agency simply acts as a local salesman for a certain 
territory. It secures orders and forwards them to the head 
office. The head office passes on the credit of the purchaser 
and assumes the risk of refusing or accepting the order. 
If it accepts the order it also collects the account when it 
is due. Naturally it must keep a memorandum of sales, 
either to pay a commission to the agent, or to ascertain 
whether or not the agency is a paying venture, or for both 
reasons. A branch, on the other hand, has a much higher 
degree of self-management. It may receive at least the 
greater part of its stock of merchandise from the head office, 
but it usually makes its own sales. It may pass on its own 
credits and may collect its own accounts receivable; and 
sometimes it pays all its own expenses. 

There are many modifications of the self-management 
of branches, especially in the matter of financial control. 
Some branches deposit all their receipts to the credit of 
the head office and have no authority to withdraw money 
for any purpose. In such cases the branch is supplied witha 
Separate petty cash fund kept at a fixed sum on the imprest 
cash system. Other branches receive and pay money and 
simply make periodic remittances of surplus amounts to the 
head office as if they were entirely independent units. Vari- 
ous policies of control have been formulated to suit the 
nature of the business and the degree of self-management 
granted to the local branches. 
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Degree of Control Desired 

The question of the particular kind of branch or the size 
of the agency or branch which it is desired to establish 
depends entirely on the peculiar needs of the business under 
consideration, and the degree of head office control which 
is necessary to secure the maximum results with the minimum 
of expense. An agency by its very nature is completely 
under the control of the central office. The agent has no 
powers other than those granted by his principal. 

if the business is such that a large stock of merchandise 
is necessary, and a high degree of discretion and executive 
ability must be exercised, or if it is desirable to establish 
practically independent units with only central executive 
control over the entire purchasing and financial systems, 
branch stores may best serve the purpose. 

The same system, however, will not meet the needs of 
every business, or even of every branch in the same business. 
Changes must be made for diversified local conditions which 
are peculiar to each establishment. 


Factors of Successful Management 

Certain points must be watched in all systems and under 
all conditions. Since the total net profits or losses are de- 
termined largely by the average turnover of circulating 
capital invested in the merchandise, the control of the quan- 
tity of merchandise, as well as the price, is a question which 
must have very careful attention and intelligent supervision. 
The stock on hand must be that quantity which will insure 
a supply adequate. at all times to meet the demands of the 
trade, and which at the same time will be the minimum 
necessary to accomplish such a result. Each article turns 
in accordance with certain fixed principles. Certain goods 
turn faster than others, but there is a general relation be- 
tween the rate of turnover and the profit per turn which 
should be carefully watched. 
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In the last analysis the success of every branch store 
system depends upon three things: 


1. A fair gross profit on sales, augmented by 

2. A proper rate of turnover on the merchandise 
carried, and 

3. Economical management. 


Since expenses are a more or less fixed item, their rela- 
tion to the total volume of business transacted must have 
the constant attention of the manager. Statistical charts 
made up from the reports sent in by the various branches, 
with summaries of total results, compared either by terri- 
tories or by branches or by product will show to the manager 
the past history and also the present trend of the business 
asa whole orin parts. From these charts he is able to form 
an intelligent basis for inaugurating future policies of control. 


Main Principles of Branch Accounting 

The underlying principles upon which branch store 
accounting is based are very simple, but the superstructure 
will be simple or complex according to the nature of the 
business and the information which the head office requires 
for its accounts and records. 

The main points to be kept in view in installing a system 
of accounts are to insure: 


1. Control or supervision by the head office. 

2. Separate results for the trading of each branch. 

3. Facilities for centralizing and comparing such 
separate results. 


In discussing the question of branch accounting any 
treatment of the problems peculiar to it is so dependent 
on the particular system employed that only a very general 
statement of principles can be made unless the comment 
is confined to a particular system and this might not be 


| 
| 


BRANCH HOUSE ACCOUNTING 525 


relevant to all systems. There are, however, certain prin- 
ciples which apply fundamentally to all systems. The 
question of the degree of control desired by the head office 
and the resulting information which must be given by the 
branch to the head office governs largely the detailed rami- 
fications of general principles which will be necessary. 
Also the amount of information as to the results of the*busi- 
ness done at each branch which it is desirable for the branch 
management to know has an important bearing on the 
manner of keeping the accounts. Sometimes it is not 
desirable that the branch manager should know the amount 
of profit which his branch is earning. While, of course, it 
is impossible to keep a shrewd manager in entire ignorance 
of the results of his management, yet the exact figure of 
profit earned by his branch can be kept from him if the 
books are handled properly. It is purposed here to develop 
by statement and illustration most of the problems which 
are peculiar to branch and agency accounting. 


Agency Accounts 

What has been said with regard to the difficulty of pre- 
senting a widely applicable statement of branch accounts 
is equally true of agency accounts. There is no well-marked 
line of distinction between agency and branch organiza- 
tion. What may be termed an agency by one concern 
will be looked upon as a branch by another concern. For 
the purpose of this discussion, however, the distinction 
stated above between these two forms of organization will 
be adhered to. Where, therefore, the agency is for the 
most part simply a sales agency, practically nothing in the 
way of accounts and accounting control is necessary other 
than what must always be used in connection with traveling 
salesmen. The agency must be furnished with an expense 
fund and must, of course, send in to the head office all its 
orders and sales. The expense fund is best operated under 
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the imprest system. To keep track of the results of the 
various agencies it will be necessary on the head office books 
to keep the records of the activities of each branch separate 
from one another and from those of the head office. At 
the close of the fiscal period a comparison of agency sales 
with the direct costs of making those sales and with the 
expenses of maintaining the agency will develop the net 
result of the agency’s activities. The problem, therefore, 
of agency accounting is simply one phase of the general 
problem of accounting, viz., furnishing, by means of what- 
ever analysis may be necessary, the information which wil] 
be of greatest advantage to the management of the business. 


Branch Accounting Records 

The accounting records of the branch will be simple or 
complex according to the conditions to secure control over 
which they must give information. Sometimes a very 
simple set of records will furnish all the data needed. In 
other cases just as elaborate detailed records as are employed 
at the head office may be required to secure the information 
desired. Sometimes it may appear best for the branch to 
keep but few records, and for the head office to keep all the 
main accounting records by means of duplicate reports of 
all branch transactions. Again, to exercise proper control 
over the branch, even where it keeps a full set of records, 
it may be advisable to require periodic reports of all branch 
activities. Sometimes these are required daily, but more 
often a weekly or monthly summary, of activities serves 
the purpose equally well. 


Illustration of Simple Branch Accounts 

The simplest method of keeping the branch and head 
office accounts can be illustrated by a short problem in 
summarized form. In the illustration given it is assumed 
that the head office furnishes the cash necessary to inaugu: 
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rate the branch, and that all stock-in-trade is supplied by 
the head office. It is further assumed that the branch 
keeps a complete set of records which will furnish informa- 
tion as to profits and losses at the close of the fiscal period. 
On the branch books it will be necessary to open accounts 
with Merchandise (here, for the sake of brevity, carried 
under one title rather than as usually shown), with Cash, 
with Expenses (again, for the sake of brevity, carried under 
one head), with the Head Office, and with Profit and Loss. 
These accounts present no peculiarities excepting the Head 
Office account which stands on the branch books as the net 
worth or proprietorship account. It is credited with all 
values received from the head office and charged with all 
values returned to the head office or expended on head office 
account. The net profit for the period is closed from the 
Profit and Loss account into the Head Office account in 
order to show the present net worth or proprietorship with 
which the branch enters the new fiscal period. 

On the head office books there need be carried only an 
account with each branch by nameornumber. The charges 
and credits in this account are the exact reverse of those in 
the Head Office account carried on the branch books. At 
the close of the fiscal period it is necessary to receive the 
report of the branch profit or loss before that can be incor- 
porated in the branch account on the head office books. The 
following problem will show the manner in which these 
accounts are kept. 

Problem. The head office sends to the branch during 
the year $5,000 cash and $50,000 worth of merchandise. 
The branch makes sales to customers on account amount- 
ing to $45,000 and cash sales of $10,000. It incurs expenses 
of $7,500. Itscollections from customers on account amount 
to $25,000. It remits $37,000 to the head office. The 
inventory of merchandise at the close of the year is found 
to be $12,500. 
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Solution 
Branch Books 

(GER eee at Sia eprint ieee con Sener ea hom hamh cne $ 5,000.00 

HeaditO fice sahara ote ae 6 oer $ 5,000.06 
MWierchan disease ane reenter ma ere 50,000.00 

ead: Ofi cena acia arene wieten ici eases 50,000.00 
(CliswomnSesenen oan comer ob eaneo ebro Goo mo ao de 45,000.00 

IMIGSROMCHISS:< onccobn ach omouo Genob Son 45,000.00 
Ciel hd beet Aree RD sos Wr n.5 chs AE Ste 10,000.00 

INRSREMIEHACIIS goog bo ond oudabiscenonuoe 10,000.00 
USO GTS Capen netemae nec tale on eonteta eect mer peter tah ners ern yen 7,500.00 

Gashis Mens s See nee ters er 7,500.00 
(CSAS Ue Tee eee Nw Wn eed eg et 25,000.00 

GUStOMeErS Gems eet ee oe ee ee a ek eae sie 25,000.00 
WReaye KAW nal PR msde ai a) oncne OloeeO ag Ae eared Bee 37,000.00 

(CAS Sen tectesens cee cnn owe a ence reves a aie 37,000.00 
IMicmoimennahise, (ayeiMKeiny)) .ocescocopeouadacane 12,500.00 

Merchandise stb pene aeeshe aera 12,500.00 
Wierchian CSc Seren Wee cet artc seis care ee ae 17,500.00 

IDIROVANEY BHRVEMILOSSEsd cond oo mad os bose nadS 17,500.00 
Protea ct lOSSteresewets eects eerie ter ernest er 7,500.00 

IDp-aalaacpete Su.cre ts. data mobke Ooo baronet 7,500.00 
IPiovnie ehnvOh WO, Fey sy nom ones et on amounts ree 10,000.00 

Head i@ ficenn ans sare ree eee eae 10,000.00 

Head Office Books 

IR TATTCH ew Beta oe sah eat tha Memes: Sev ae oe aeeet ees 2. $55,000.00 

AFT ate te an Oeien arate net eels tof eee as FN, $ 5,000.00 

Merchandise en pina ey renner tae tee 50,000.00 
Branch fines h lee Se ee ee nee 10,000.00 

Bieainela Prov aime! LOSS. 05.00000000000 10,000.00 


In making up the head office balance sheet, the Branch 
account as carried on the head office books will be an asset 
representing the property of the head office invested in the 
branch. Instead of carrying this property under the title 
‘Branch,’ it is sometimes desirable to include all branch 
values with similar values at the head office. This results 
in a balance sheet which is similar to the consolidated balance 
sheet explained in Chapter XXXIV. 
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Illustration of More Complex Branch Accounts 


As an illustration of a somewhat more complex method 
of keeping the books, a problem is appended illustrating 
the sending of goods to the branch at a nominal figure or at 
sales price. Here it is not desired that the branch manage- 
ment be able to determine the profit and loss of its activities; 
consequently the goods from the head office are not charged 
to the branch at cost but at some fictitious value. Where 
this is done it is best to open two accounts, the one to record 
the merchandising transactions between the branch and 
the head office, and the other to record all other inter- 
activities. 

Problem. The head office sends to the branch during 
the year $10,000 cash and $77,000 worth of merchandise 
as billed at a conventional price. The branch makes sales 
to customers on account, of $60,000, and for cash $25,000. 
The expenses of the branch are $10,000. Collections from 
customers amount to $45,000.and remittances to head office 
amount to $66,000. The inventory of the stock-in-trade 
at the close of the year is $14,000, this valuation being on 
the same basis as the original charge, i.e., at the conventional 
figure. 


Solution 
Branch Books 


On the branch books two accounts are opened with the 
head office, one entitled ‘‘Head Office General,’’ and the 
other ‘‘Head Office Merchandise.’’ Neither one of these 
accounts represents the full proprietorship of the head 
office in the branch, nor do both of them together represent 
the true proprietorship because of the fact that the merchan- 
dise is priced to the branch at a fictitious figure. The branch 
books cannot show the true status of relations with the head 
office so long as the policy of billing goods in this way is 
maintained. That is the chief reason why it is best to set 
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up the two accounts, in one of which appear the merchandise 
transactions at the fictitious figure, while in the other appear 
all other transactions correctly valued. This Head Office 
Merchandise account is more in the nature of a memorandum 
or consignment account and is offset by an account called 
‘Purchases from Head Office.” On the branch books 
appear also accounts with Customers, Branch Sales, and 
Expenses—as in the other case. There is no Profit and Loss 
account because it is impossible to determine on the branch 
books the correct profit and loss for the period. All expense 
and income accounts are closed directly into Head Office 
General. The entries necessary to book properly the 
activities as set forth in the illustrative problem are as 
follows: 


GaSht ae ee oh aces een eC ae Nee ate ees $10,000.00 

Head Oftice,Generalnateeeieteet een $10,000.00 
Purchasessirompnead O tice ame eieer semen 77,000.00 

Head Office Merchandise.............. 77,000.00 
Customers nacre seit orans ere eet eae 60,000.00 
Cashes er tcc ae ta lne eae ae ie tree statin 25,000.00 

eh tie anre Mons Gains tao ris aon ter pe 85,000.00 
IDhgsy Sis ounemiid ae oie pepo mol Oo au ably om SU oRe UC s.e 10,000.00 

CASI ie sett ore ee. A ane nr See 10,000.00 
(CAS ITAeR Wun pie mote ites acrertiol aiaaeiee eater cee aera tere 45,000.00 

GAbis| Hovealsecies eats Aer in air Bins alot an casted 45,000.00 
Head Office General va. ae ee eeeereeree. 66,000.00 

CASH BR hack tee ots, oe AO Te tes 66,000.00 


In closing the branch books the inventory is brought 
into the Purchases from Head Office account which by its 
balance shows at billed price the goods disposed of by sale. 
The latter figure is taken into the Head Office Merchandise 
account so that its balance will also be the amount of goods 
still on hand as shown by the inventory. Purchases from 
Head Office and Head Office Merchandise are memorandum 
accounts calling attention to the fact that the merchandise 
on hand at the branch is not carried at its correct valuation 
but must be adjusted before incorporation with the head 


BRANCH HOUSE ACCOUNTING 531 


office accounts. The entries to effect this adjustment on 
account of the inventory and to close the branch books are 
as follows: 


Purchases from Head Office (Inventory) ....... $14,000.00 

Purchases from Head Office............ $14,000.00 
HeadiOimceMerchandisetasens: vanes gee tes 63,000.00 

Purehases from Head Office:..........- 63,000.00 
IAIIES Bolas occ 6. dln om: Ot Orr eee ey ee 85,000.00 

Head @tneekGenetaley ssc sare eee ads 85,000.00 
ead @tncerGen ecralen oa ties oe Seeks enen S 10,000.00 

UX CNSCMEMR I Tier ae eae he auc cite oo ieee 10,000.00 


These entries close the books of the branch so far ‘as is 
possible in view of the fact that accurate results as to profit 
and loss cannot be shown from the way in which merchandise 
is billed to the branch. There is perhaps no objection to 
using a Profit and Loss account as asummary account for in- 
come and expense items rather than the Head Office General 
account as shown here; though a Profit and Loss account 
is somewhat of a misnomer since profits and losses cannot 
be determined. In the problem given all expenses are 
grouped under one Expense account. This is done for 
the sake of brevity, and it is to be understood that as 
detailed an expense record will be kept on the books of 
the branch as may be necessary to give the information 
desired. 

Head Office Books 


Where the head office bills merchandise to the branch 
at any other figure than cost, the record of such shipments 
is best made in much the same way as with consignments. 
Memorandum accounts are set up to indicate that goods 
have been shipped to the branches. This is necessary 
because of the fact that shipments should not be entered 
in the regular merchandise accounts of the head office at 
any other figure than cost. Periodically, from memoranda 
carried in these special accounts, the true values of the mer- 
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chandise shown as handled through them must be brought 
into the regular merchandising accounts. The manner of 
making these adjustments is taken up on page 535. Here 
will be shown all the accounts affected on the head office 
books by the current transactions with the branch. The 
entries necessary to record the data of the problem are as 
follows: 


BrancheA(Genetal emer mioeaekeeeon iene $10,600.00 

Cashcepees ieee Satta ey narnia eae cae eve $10,000.00 
IByaamayelay JAN, IMIS ENACKS, oooncccacoceovoegoees 77,000.00 

SENS WO) IESINCIMES.. 5 oso no cao cwugcagase 77,000.00 
Gas hinsiAl nse atvs ati ee ee ey aha teen tees 66,000.00 

Isyqenave oy /Ay (CIM oc obo oon so veosDE 66,000.00 


It is to be noted that separate merchandise accounts 
are opened with each branch by name but that only one 
Sales to Branches account need be opened. The Branch 
Merchandise account with each branch provides all the 
necessary data for making the adjustment at the close of 
the period, the offsetting memorandum account for all the 
different Branch Merchandise accounts being the Sales to 
Branches account. At the close of the period, upon report 
of the total activities for the period at the branch, the fol- 
lowing entries are made on the head office books: 


Branchea General oe eee ae ee $85,000.00 

Gales te cacti her eee ae Ee ee ee $85,000.00 
EXpenses seen anoe 2 ee ee eee 10,000.00 

eA AN CSAS. 5 an oo000500000bene 10,000.00 


An alternative method of summarizing branch activities 
is sometimes used, as follows: 


iBranchway General ase tenet Tee $85,000.00 
BranchipaybronuandslcOssei ii $85,000.00 
[Byrenaxelm. AN, IPimosele ehavel IVES oo oo conccaccoonees 10,000.00 
Branche Au Gene tall ain ia Ke 10,000.00 


Under the first method the effect is to merge the activi- 
ties of the branch with the similar activities of the head 
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office. A statistical abstract of the different branches is 
then depended upon by the head office management to show 
the results of the period’s trading at the various branches. 
Under the second method the effect is to bring onto the 
books under the various branch Profit and Loss accounts 
the results of the trading in each case. Whichever method 
best gives the information desired by the head office will, 
of course, be adopted. 

A brief discussion will now be given of the chief problems 
met in branch accounting. No attempt will be made to 
discuss the problem of branch organization from the stand- 
point of system or control. Such a discussion belongs 
more particularly to the field of auditing than to that of 
accounting. 


Purchases 

From the head office point of view no special problems 
are met in the matter of purchasing. Fromthestandpoint 
of the branch the question of purchases is largely the same 
as the question of sales from the head office standpoint, and 
the problem of sales is chiefly one of the price at which goods 
should be billed to the branch. This is treated in the next 
section. Attention is called here to the need of a very 
careful control and checking up on purchasing activities 
of the branch where the branch is permitted to buy some 
portion of its goods from outside sources. This may become 
necessary in cases of emergency, or may be a matter of 
fixed policy in those cases where commodities are sold at 
some of the branches which the head office does not care 
to furnish or cannot handle with economy. Where the 
branch makes purchases both from outside and from the 
head office, the result may be to complicate the adjustments 
necessary at the close of the fiscal period. The underlying 
principles on which the accounts and their adjustments rest 
are, however, the same. 
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Sales 

From the standpoint of the head office, the problem ot 
sales to the branches is, as mentioned above, largely a prob- 
lem of policy as.to whether goods shall be invoiced at abso- 
lute cost; at cost plus a small percentage for overhead 
expenses; at sales price, i.e., at the price at which the branch 
is expected to sell the commodity; or at some arbitrary 
figure which is designed for the purpose of keeping the branch 
in ignorance of the actual cost of the goods dealt in and 
therefore of the profit and loss upon the branch’s activities. 
If goods are billed to the branch at sales price and disposed 
of at the same price, a comparison of the branch records 
covering their purchases and their sales should indicate by 
the difference between the two the amount of stock on hand 
at any time; i.e., billing the goods to the branch at sales 
price makes the merchandise records of the branch virtually 
a perpetual inventory of the goods on hand. This method 
effects a closer check on losses and waste, for which, of course, 
asmall allowance must always be made. One of the most seri- 
ous wastes to be checked up is occasioned by too liberal 
weights and measures to customers. On the other hand, in- 
voicing the goods at sales price gives the branch manager less 
discretion in adjusting differences with customers inasmuch 
as defective goods must usually be returned to the head office 
to secure for the branch full credit. Further, billing the 
goods at sales price with the purpose of securing accurate 
control over the branch merchandise necessitates the pur- 
suit of an inflexible policy of sales at the billed price. Daily 
or weekly adjustments on account of fluctuations in the 
market cannot be made without losing the control over 
stock which the policy of billing at sales price secures. In 
some lines of business this is an insuperable defect. 

Where merchandise is invoiced at cost the branch man- 
ager hasa rather more secure hold on his customers in that 
he can give immediate satisfaction by making allowances and 
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adjustments to settle difficulties as they come up. Particu- 
larly where the manager has an interest in the profits, a 
much greater incentive is offered him to conduct the affairs 
of the branch in an efficient and economical manner. This 
responsibility and power to make adjustments may be 
abused, however, and a greater degree of control can usually 
be secured by the head office where merchandise is billed 
at sales price. 

As mentioned above, sometimes goods are billed to the 
branch at an arbitrary figure. Inasmuch as the question 
of control by means of a perpetual inventory does not enter 
into this policy, large discretion can be given the branch 
manager without unsatisfactory results in checking up the 
merchandise. He may be allowed to make whatever ad- 
justments with customers seem advisable. Changes in 
selling price can be made as often as conditions demand, 
either at the instance of the head office or at the discretion 
of the manager. A policy of this sort requires a much more 
thorough system of report from the branch to the head 
office in order to give the head office a means of checking 
up periodically the activities of the branch. 

It is well to point out that on the books of the head office 
sales to branches are in no sense income items and must 
never be recorded with regular sales to outside parties. 
Similarly, sales or transfers among branches are in no sense 
earnings. It should be noted that, to keep the head office 
records correct and up to date, any transfers of goods among 
branches should be reported immediately to the head office; 
better still, the authorization of the head office, except in 
cases of emergency, should be given before such transfers 
can be made. 


Adjustments on Branch and Head Office Books 


Head Office and Branch accounts are essentially accounts 
current between the head office and the various branches. 
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At the close of the fiscal period when the results of the 
period’s business are being summarized, the four classes of 
adjustments which are sometimes necessary in the case of 
accounts current may have to be made. The head office 
may show a charge to the branch for items which the branch 
has not yet received at the close of the fiscal period. Simi- 
larly, the branch may have charges and credits to the Head 
Office account which the head office records do not show. 
If this condition exists, the two accounts must be reconciled 
in accordance with the method shown in Volume I, page 
497. Almost invariably, unless a system of complete daily 
reports is in effect between the branch and the head office, 
the head office will have to wait for certain reports from the 
branch at the close of the fiscal period. The nature of the 
entries to effect these reports is given in the problem illus- 
trated on page 532. 

The chief adjustment which is needed on the head office 
books is brought about through the policy of charging the 
branch with merchandise at some other figure than cost. 
Where this is done, the profit and loss on the branch activi- 
ties cannot be determined until true costs are taken into 
the accounts in place of the fictitious figures used during 
the current period. The basis for converting the fictitious 
figure into a true cost figure is, of course, a secret known only 
to the head office. The memorandum accounts covering 
the merchandising transactions with the branch furnish the 
basis for determining the cost of goods sold by the branch. 
Thus, if goods are billed at, say, 30% above cost the billed 
price becomes 130% of the cost. It is therefore possible 
to determine the cost of all goods disposed of by the branch 
and of those still on hand. If it is desired to merge all the 
branch activities with the similar activities of the head 
office, the only adjustment necessary at the close of the fiscal 
period is to convert the sum total of the inventories on hand 
at the various branches toa cost valuation basis and include 
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them with the head office inventory. This gives the data 
needed to determine the cost of goods sold and gross profit 
on the combined activities of the various branches and head 
office. 

It is usually essential that theresults of trading at each 
branch be determined, whether or not such results be incor- 
porated separately on the head office books. Under the 
assumption that they are to be set up on the records of the 
head office, the billed cost of the goods disposed of at each 
branch must be converted to a cost basis and shown trans- 
ferred from the Head Office Purchases account to the Profit 
and Loss account with each branch. This separates the 
total cost of goods sold as among the various branches and 
the head office. When the various branch Profit and Loss 
accounts are credited with their respective earnings from 
sales, the gross profit or loss on the trading activities at the 
various branches will thus be shown. Similarly, the regular 
merchandise accounts in which have been recorded the 
head office merchandising activities will show the gross 
profit on sales made at the head office. These adjustments 
are made without interfering in any way with the memo- 
randum accounts carried on the branch books and on the 
head office books—accounts which have no place in the 
balance sheet of the head office. In their stead will appear 
the combined inventory of goods on hand at the branch 
and the head office converted to a cost basis. 


Example of Adjusting Entries 

The character of the entry needed to effect these ad- 
justments will now be shown, using the data of the illus- 
trative problem shown above. Comparison of the report 
of inventory from the branch, $14,000, with the record of 
goods shipped to the branch, $77,000, shows that goods to 
the billed value of $63,000 were disposed of at the branch. 
The records in the head office show that the goods were 
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billed to the branch at 140% .of cost. Converting this fig- 
ure of $63,000 on the basis of 140% of cost develops a 
true cost of goods sold of $45,000. This is brought onto the 
head office books by the following entry: 


iBeeawayeln JA IPrgorane Bhovel IDS, oocccancaneannccos $45,000.00 
IPEEROMASES 6 so a < eats Ane Biel To RE ed sch cic 5 $45,000.00 


Reference to the solution above shows that Branch A 
Profit and Loss has been charged with $10,000 expenses and 
credited with $85,000 earnings from sales. The gross profit, 
therefore, on the period’s activities at Branch A is the 
balance of the Branch A Profit and Loss account, i.e., 
$30,000. The only other adjustment necessary is the con- 
version of the Branch A inventory of $14,000 to a cost basis. 
The true cost here is, of course, $10,000 since the goods 
were billed at 140% of cost. The $10,000 will be included 
with the inventory of goods on hand at the head office 
before the determination of the head office cost of goods 
sold and gross profit can be made. 

To secure a better understanding of the interrelations 
of these various accounts it is suggested that the student 
set up all the accounts and follow through them the trans- 
actions given in the illustrative problem above, both on 
the books of the branch and on the books of the head office. 

A final problem of adjustment as between the head office 
and branch books concerns the treatment of fixed assets 
carried on the books of the branch. It may happen that 
the branch makes purchases of various pieces of property 
which are charged up to fixed asset accounts on the branch 
books. Tosecure uniform treatment, particularly as regards 
depreciation, it is customary at the close of the fiscal period 
to transfer the record of all fixed assets to the head office 
books. This is accomplished by entry on the branch books 
of a charge to Head Office General account, and credits to 
the various fixed asset accounts. On the books of the head 
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office the record will be a charge to the various fixed asset 
accounts and a credit to the various Branch General ac- 
counts. Usually, therefore, on the branch books appear 
only current asset items, current liability items, expense and 
income items. 


Reports from the Branch 


The reports which the branch makes to the head office 
depend entirely on the degree of control to be exercised by 
the head office over its various branches. Accordingly, no 
general methods of universal applicability can be described. 
A statement of some of the different kinds of reports and 
the use made of them will be given. In some cases the 
branch books are kept in duplicate, the duplicates of all 
books of original entry being sent to the head office at the 
close of each month or oftener if desired. From these 
duplicate records the head office can keep a ledger record 
with every branch for comparison with the ledgers as kept 
by the branches. In other cases the head office requires 
that the branch send in daily duplicate copies of all busi- 
ness papers covering the transactions of the branch. Thus 
sales tickets are made in manifold, one copy of every sale, 
whether cash or credit, being sent to the head office. This 
furnishes the head office with a control over the selling 
activities of the branch. If the branch has charge of its 
cash a duplicate ticket of all deposits made should be for- 
warded to the head office. The canceled checks drawn 
by the branch must be forwarded by the banker to the head 
office. This procedure keeps the head office informed as 
to the cash transactions of the branch, giving both a control 
over the cash and a fairly complete knowledge of disburse- 
ments on account of expenses and of receipts from collec- 
tions. If, now, all purchases of stock-in-trade are made 
from the head office, the latter has a close control over all 
the activities of the branch. It may thus keep a duplicate 
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set of records, although that is scarcely necessary inasmuch 
as summaries can be made by which to check up the books 
of the branch at the close of the fiscal period. 

Sometimes, instead of daily reports periodic summaries 
of the branch activities are made to the head office and 
these provide the basis for checking up on the branch at the 
close of the fiscal period. Where the head office maintains 
traveling auditors, such frequent reports are not necessary. 


Examples of Reports 

Below are given two examples of different kinds of reports 
from the branch to the head office. The first is a periodic 
summary of cash transactions followed by a statement of 
collections from customers. The second form is a type 
of ledger account carried with each branch on the books of 
the head office in accordance with detailed reports made 
by the branch or by traveling auditors from the head office. 
It will be noted that provision is made in the account by 
means of special rulings to show the total expenses of each 
branch, which total will enter into the trial balance; and 
also for an analysis of the expenses of each branch under 
suitable heads, these latter being treated simply as memo- 
randa. Any credits or adjustments are entered in red ink, 
and are to be deducted before showing totals. 
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BRANCH HOUSE ACCOUNTING (Continued) 


foreign Exchange 

The foreign trading of American firms has grown of late 
years to such proportions that a practical acquaintance with 
the exchange values of foreign currencies is necessary for 
the accountant. The rate of exchange is the equivalent 
of the currency of one country in that of another. For in- 
stance, the standard value of the British sovereign in the 
currency of the United States is $4.8665; that is, the value 
of the quantity of pure gold in one sovereign in London is 
equal to that represented by $4.8665 in New York. Other 
things being equal, this should always be the par rate of 
exchange between the United States and England. The 
question of the rate of exchange between countries which 
have a gold standard is a comparatively simple matter. 
Where one of the countries has a silver currency, the varia- 
tions assume more importance, for the reason that the in- 
trinsic value of silver converted into gold must be accounted 
for. Paper currency, especially in times of war, causes a 
still greater complication, because in this case it is uncertain 
when such paper will be made convertible into gold or silver. 

In addition to differences in exchange arising from the 
conversion of one currency into another, called the par rate, 
other things enter into exchange transactions which have a 
marked effect upon the actual, or market, rate of exchange. 
Such conditions as supply and demand for remittances be- 
tween countries to satisfy debit balances; the necessary ex- 
penses, including cost of transmission (which can never be 
more than the actual cost of transporting the specie itself) ; 
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interest on the money for the time the draft has to run to 
maturity or to the time of payment in the foreign country 
—these and other factors must be taken into account. The 
expense of cabling and the profits of the bankers who trans- 
mit the money must be added. Some intangible factors 
are the credit condition of the countries and the risks in- 
volved in making transfers. 


The Accounting Problem of the Foreign Branch 

From the viewpoint of accounting, the only problem in 
connection with foreign branches which differs from those 
of domestic branches concerns the conversion of the foreign 
currency—in terms of which the records of the foreign 
branch are kept—into the currency of the head office. Peri- 
odically—usually at the close of the fiscal period—the results 
as shown by the branch records must be incorporated with 
those of the head office? The problem involved is for the 
most part due to the fact that, while the activities of the 
various branches have been transacted and recorded in 
terms of one or more currencies, the net results of those 
activities are to be taken effect of, usuaily as a disbursement 
of dividends, in the terms of the head office currency. That 
is, earnings are made and expenses incurred in one currency, 
and the net result of the branch’s trading must be dis- 
bursed in terms of another currency. The fluctuations in 
exchange prevailing throughout the year at the time of the 
various transactions of the branch and at the time when 
the net results of the branch are disbursed as dividends from 
the head office, sometimes give rise to a very complicated 
problem if accurate and satisfactory results are to be secured. 

It isimpossible, from the standpoint of practice, to con- 
vert every transaction of the branch into the currency 
of the head office at the rate prevailing at the time of the 
transaction; and furthermore, the funds out of which ulti- 
mately some portion of the dividends must be paid are, 
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at the close of the fiscal period, still held in the possession 
of the branch and so are not available except through the 
process of conversion. Accordingly, the question of the 
rate of exchange prevailing at the close of the fiscal period 
has a very important bearing on the correct showing of 
the branch’s activities on the head office books. 

It is not purposed here to go into the question of or- 
ganization, or method of keeping accounts for the foreign 
branch. As was stated above in connection with domes- 
tic branches, any system of accounts depends very largely 
upon the general organization of the head office and its 
branches, and this in turn depends on the degree of control 
and amount of information desired. The discussion will 
be limited to the assumption that the branch has an al- 
most independent organization and is expected to make a 
full report periodically by means, at least, of a trial bal- 
ance of the branch. 


Accounts Opened on Books 


On the books of the branch a Head Office Control or 
Adjustment account will be carried which represents the 
ownership of the head office in the branch; and on the head 
office books a Branch Control or Adjustment account which 
is the complement of the head office account on the branch 
books. Frequently, in addition to these interrelated ac- 
counts, a Remittance account is carried for the purpose 
of facilitating reference. In this account are entered the 
remittances made by the branch to the head office, instead 
of entering such transactions in the Head Office Control 
account. The problem to be discussed here concerns the 
method of converting the branch trial balance before incor- 
porating it, and the root of the problem lies in the determina- 
tion of the basis for the conversion of the various kinds of 
items listed therein. Fixed and current asset and liability 
items, expense and income items, the Head Office Control 
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and Remittance accounts—all must be converted. For an 
accurate and equitable showing of the branch activities on 
the head office books under certain conditions, these differ- 
ent classes of items should not be converted at the samerate. 
Under other conditions no serious inequity results from the 
use of a uniform rate of exchange for the conversion of all 
items, and in practice such a rate is handled much more 
simply than different rates. Of course, the branch trial 
balance is in balance previous to conversion but is almost 
invariably out of balance after conversion. It becomes 
necessary, therefore, to take up the difference by means of 
a debit or credit to an account called ‘‘Exchange”’ or “‘ Fluc- 
tuations in Exchange’’—sometimes also called ‘‘Reserve for 
Fluctuations in Exchange.” 


Handling Fluctuations in Foreign Exchange 

The proper handling and ultimate disposition of this 
Exchange or Fluctuations in Exchange account requires 
some consideration. If there is a loss in the conversion of 
the branch trial balance into the head office currency, that 
may be treated as a current expense to be charged ultimately 
to the current period’s profit and loss. Any profit accruing 
from the same source may be similarly handled. Some 
concerns set aside all profits accruing in this manner into 
a Reserve for Fluctuations in Exchange account, against 
which are charged any losses incurred through conversion. 
If the first period shows a loss on conversion, it would, of 
course, be necessary to reserve out of that period’s profits a 
sufficient amount to take care of the loss. Usuaily, how- 
ever, the items of profits and losses on conversion of exchange 
counterbalance each other fairly well throughout succeeding 
periods. The item is for the most part comparatively small 
and either method of handling it is satisfactory and gives 
sufficiently correct results under normal conditions but often 
too inaccurate under abnormal conditions. 
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Conversion of Branch Results 


The basis on which the closing entries are converted 
from the foreign to the local currency is a very important 
factor. If the ratio between the two countries is more or 
less stable, an average rate may be adopted without much 
variation in the established values. All profits or losses 
on exchange resulting from differences between actual 
rates on current transactions and this average rate will be 
entered in the Fluctuationsin Exchange account. However, 
in periods of rapidly fluctuating rates of exchange, or,in 
transactions with branches where silver currency or depre- 
ciated paper or non-guaranteed currency are in use, the 
conversion of all items at some arbitrary or average rate 
will not give accurate or satisfactory results. In such cases 
certain practices have been established as being the most 
equitable in converting the various accounts of the branch 
balance sheet into the local currency for the purpose of 
amalgamating them into the home office balance sheet. 
These practices are summed up as follows: 

First convert the foreign currency into dollars at the 
following rates: 


1. Fixed assets at the same rate as before, that is, the 
rate at the time of purchase, or average rate for 
the purchases of a fiscal period. The reason for 
this 1s that fluctuations in the value of fixed assets, 
whether expressed in one currency or another, 
are not allowed to affect the period’s results. 

2. Floating assets and liabilities at the rate current 

as of the date of the balance sheet. 

Revenue items at an average rate for the period. 

Remittances at the actual rates paid. 

Control or adjustment account at the same rate 

as that which had been established on the head 
office books at the last period. 
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To arrive at the average rate in the case of fixed assets 
it is sufficient to take the rate prevailing at the end of each 
month throughout the year and divide the total by twelve. 
' This becomes necessary where construction or purchases 
of fixed properties take place throughout the year. The 
difference, if the rate is less than par, is credited to the capital 
expenditure and debited to Profit and Loss on the head office 
books. The branch is notified of the adjustment and makes 
a similar entry crediting Exchange and debiting the head 
. Office with the amount. 

Current assets and liabilities are converted at the rates 
current at the date of the balance sheet because the balance 
sheet should represent these values at the exact cost of 
converting them into cash at the present moment. If in 
practice they were actually liquidated, this could not be real- 
ized but in principle it represents the present condition. 
Revenue items are convertible at the average rate because 
they represent items accumulating during the entire fiscal 
period; they represent the result of the business activities 
for the past period, at varying rates of exchange. Since 
the remittance account represents the actual cash paid for 
cash transmitted, there is no occasion for changing the rate 
which has been used at various times during the period. 
The Control or Adjustment account likewise was converted 
at the time the entries were made to it and represents the 
exact cost of the various transactions recorded in it. 

After all balance sheet items have been converted accord- 
ing to the rates prescribed, it is a general custom to provide 
a reserve account to cover any losses on exchange not pro- 
vided in the conversion of the accounts. This is done for 
the purpose of guarding against overstating values and thus 
paying dividends out of the capital, since the conversion 
into head office currency merely serves as a medium of 
estimating what the foreign investment really represents 
to the stockholders. 
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An illustrative problem is given below with its solution 
based on the principles of conversion just stated. It is to 
be noted that in practice, within the limitation stated on 
page 546, a uniform rate of conversion is generally made 
use of for all items except remittances, for which the actual 
rate is used. 


Illustrative Bookkeeping Problem 


Problem. At the close of the fiscal period a condensed 
trial balance report of the London branch of a New York 
concern showed as follows: 


TRIAL BALANCE—LONDON BRANCH 


g £ 

NiaeY. Controli(4777775) 5 aa eens tenet rarciere 100,000 
Remittance tener ethane eater tarot ke 50,000 
Cashier nyace bree RPS Sts 5 i Fe AT ane ee A 5,000 
Gustomersi he Ae eee ee Pe eect eee ae cs 75,000 
Menchandisernyento tn yseiie erate riniciaet: 2 ate 25,000 
InToRanh ERS tel IE IKGERERES , 9 Gao hosonodeuonobnboooe 1,000 
Creditors yatae hee cel eilere eeneerNS sre uctate, © forss Son ahs ees 31,000 
Dales cdg TEC . Me ae ene tAcera? + alee ciate 150,000 
Parchases 8. a. taco paehs sab eereae ay oveen he 95,000 
TX CDSES reine eu cat tone ters DORE Ie ROA eRe Te 30,000 

281,000 281,000 


Final Inventory £30,000 


The London Control account on the New York books 
showed a balance of $474,750, and the Remittance account 
$237,987.50. Set up, in journal form, the entries necessary 
to take on the New York books the results of the period’s 
activity at London and show the London Control and 
London Profit and Loss accounts after adjustment, using 
the additional data: 


I. The Remittance account comprised 5 drafts of 


£10,000 each, at 4.75, 4.7575, 4.74875, 4.7625, 
and 4.78 respectively. 
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The current rate of exchange is 4.7545. 
The average rate is 4.7525. 
The rate at time of purchase of fixed assets was 4.83. 
No account is to be taken of probable loss from 


uncollectible accounts nor of depreciation. 


fon 


Solution 


Carry the difference in exchange to a reserve. 


CONVERSION OF LONDON TRIAL BALANCE 


New York Control.... 
Remittances* 2... 4... 
(OLIN die, Bae een Gy cree eae 
@ustomerss Jac. 80 
MerchandiseInventory 
Furniture and Fixtures 
Creditors 
Sales 
Rarchasess a e ieee - 
ISX PENSeS Genk: cites 
Reserve for Fluctua- 

tions of Exchange... 


Rate of 

£ & Conversion $ $ 
a ee 100,000]| 4.7475 tee 47431715 0.00 
50;000]) eaanier (Seemote)iliees72997-50\ eae ee 

5 O00 | faneerccs, = 4.7545 Peri Os Ol leamiomo osteo 
753000 | (teeta 4.7545 BAT KO)] 2 oad sno00 
ALON cae 4.7475 WES OS725 Olmsieeie aee 

UA Garg4 ae 4.83 IMRCVXOMOS Ho a0 ga aot to 
See ee 31,000]] 4.7545 eee elif’ 7, 389.50: 
eee 150,000]] 4.7525 Sete || 7 2,07/5.00 
CO) COO| Stood s 4.7525 Ay KeyOKOl an Go droado6 
AOHOOO) cece os 4.7525 14257500 Maecenas 
Teas [chee coral lie ater ctcwean ace Manes |v id, NEN Se 913.00 


281,000]281,000 


1,335,927-50) 1,335,927.50 


Final Inventory £30,000 @ 4.7545 = $142,635 


* This item comprised 5 drafts, of £10,000 each, at 4.75, 4.7575, 4.74875, 4.7625, and 


4.78 respectively. 


JoURNAL ENTRIES TO ApjusT NEw YorK Books 


(1) Remittances 


London Control 
To Credit London 


mittances: 


£10,000 @ 4.75 
10,000 @ 4.7575 
10,000 @ 4.74875 
10,000 @ 4.7625 
10,000 @ 4.78 


| 


ll 


l| 


ll 


ll 


with its re- 


$47,500.00 
47,575.00 
47,487.50 
47,025.00 
47,800.00 


$237,987.50 


$237,987.50 
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(@)Wondon Controle een $712,875.00 
Iyoxarckoxar 1Pivovilts aiael ILOSS.  .5 2 so $712,875.00 
To charge London with its sales: 
£150,000 @ 4.7525 
(3) “London Profit and Léssitie et. 54 ot: 118,687.50 
BondonControlaeer eae sae 118,687.50 
To credit London with initial 
inventory: 
£25,000 @ 4.7475 
(Q)) lbgexarclom Irony ainEl LOSS. ooo anaoscoaads 451,487.50 
ILeraclern Comino, bo0a5o0eanenes 451,487.50 
To credit London with its pur- 
chases: 
£95,000 @ 4.7525 
(@) BM ondoni Control teweenree neat 142,635.00 
London Profit dnd Loss)... ... 142,635.00 
To charge London with final 
inventory: 
£30,000 @ 4.7545 
(G) ondomPromttancdscossmeemrer ere atts 142,575.00 
ILyeyatclora (COMBRONS oss oo cog ona de seh ag If NS 
To credit London with its 
expenses: 
£30,000 @ 4.752 
Ay Wormer COmuOll, oo coanacoood0ad0b0Kn Q13.00 
Reserve for Exchange Fluctuations Q13.0¢ 
To charge London with the 
profit arising from con- 
version. 


n 


@) lu@iavloiy ese isis avail ILOSS, oo noose cas eea se 142,760.00 
PTOI El LOSS, oo cabccnocn0se 142,760.00 
To transfer profit at London 
branch to general Profit 
and Loss. 


Appended are the London Control account as it would 
appear after posting the above entries on the New York 
books; and the London Profit and Loss account on the 
New York books. 
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Local Supervision of the Foreign Branch 

A question which enters into the accounting with foreign 
branches arises in connection with the law of the land in 
which the branch is opened. ‘‘Most foreign countries have 
some regulations as to what books must be kept, and the 
manner of recording the transactions. In France, for in- 
stance, the law requires that a summary of all transactions 
shall be entered through the journal, which therefore becomes 
the posting medium for every transaction. This book has, 
in the first instance, to be produced to a public official, who 
examines it to see that it is duly paged, none missing, etc., 
and then stamps it as correct, and anything requiring legal 
proceedings in which accounts are concerned must be 
proved from the journals with the official visa.”’ 

‘““Since the work of organizing and installing systems of 
accounting in branch houses abroad is of undoubted and 
growing importance, it is necessary to have not only a 
practical acquaintance with the currencies in which the 
foreign books are kept, and the laws of the land in regard 
to the kind of books which must be kept, but in addition a 
thorough knowledge of the manner in which transactions 
are to be transmitted periodically to the home office, and 
of their assimilation with the home accounts and the draft- 
ing of the final accounts, balance sheets and profit and loss 
statements becomes indispensable.”’ 


The Foreign Sales Agency 

Where the foreign branch is merely a selling agency for 
the home office, and invoices must be made out at the home 
office in foreign currency, a convenient way to handle these 
accounts is to keep a separate set of records for each foreign 
currency. A foreign sales journal, customers ledger, and 
cash receipts journal, together with foreign notes receivable 
and sales returns and allowances journals, where necessary, 
will comprise all books of original entry needed to secure 
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sources for postings to the customers’ individual accounts 
in terms of foreign money. In this way all charges for goods 
sent, and credits for returns, allowances, cash and notes 
received and discounts allowed, can be kept entirely in foreign 


Currency, 
bg ale . am 


Method of Conversion of Results 

Periodically—say, once a month—the total transactions 
for the month must be converted into home currency and 
brought into the general ledger. In normal times a fixed 
average rate of exchange based on past experience gives 
sufficiently accurate results, saves many tedious calculations 
and much unnecessary work. At certain times and in cer- 
tain businesses the prevailing rate of exchange on the actual 
day, or the monthly average of daily rates, may need to be 
used to secure satisfactory results. With the use of the 
fixed average rate, as above, the totals of foreign sales and 
sales returns journals are converted into home currency and 
carried respectively as debits and credits to Accounts Re- 
ceivable control, and credits and debits to Sales. The total 
of the discount column of the cash receipts journal is con- 
verted, at the average rate, and charged to Sales Discount 
and credited to Accounts Receivable control. 

The conversion of the cash received must be handled 
differently, however. The actual rate at which the foreign 
draft or bill received in payment of the customer’s account 
is converted by sale to the banker—and so credited to the 
home office bank account—almost always differs from the 
average rate at which the item was charged to the customers’ 
controlling account. This, of course, makes no difference 
with his individual account which is kept in foreign currency, 
but does make necessary an adjustment of the general ledger 
Accounts Receivable control in order tomakeit agree with the 
toreign customers ledger when converted at the average rate. 

Accordingly, in the general cash book two add‘tional 
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columns are provided, viz.: Profit on Exchange and Loss on 
Exchange columns, which are used somewhat as is the Sales 
Discount column. Every foreign draft or bill when received 
is entered, in foreign currency, in the foreign cash book and 
posted from there to the credit of the customer. When that 
draft or bill is sold at the bank (it may be held for some time 
after receipt for a favorable turn of the money market) and 
so converted into home currency, it is entered in the Ac- 
counts Receivable column at a figure representing conversion 
at the fixed average rate. The difference between this figure 
and the actual amount received at the bank is entered in 
either the Profit on Exchange or Loss on Exchange column 
as the case may be, with extension of the actual amount into 
the bank column as a charge to the bank account. ‘Thus, 
the total of the Accounts Receivable column when posted 
to the general ledger Accounts Receivable control adjusts 
that account so that it controls the foreign customers ledger 
converted at the average rate. The totals of the Profit on 
Exchange and Loss on Exchange go as credits and debits 
respectively to the Profit and Loss on Exchange account. 

The foreign sales agency often collects the accounts and 
remits total collections periodically by purchase of one bill 
or draft on its local bank for the total. There must, of course, 
accompany each such remittance a statement of the detailed 
receipts for proper credit to individual accounts. The 
general cash book will show only the total remittance, how- 
ever. Regular agency accounts as explained in Chapter 
XXX will secure the control of the home office over the 
agency’s expenditures. 

It is usually best to make the foreign customers ledger 
self-balancing. The Adjustment account necessary to effect 
this may, if desired, be kept in both foreign and home cur- 
rency, thus showing on its face, by the balance of the home 
money columns, the agreement of the foreign ledger with its 
control account on the. general ledger. If, instead of one 
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fixed average rate of conversion, varying rates are used, the 
keeping of the Adjustment account in both currencies be- 
comes imperative. 

Where, in the case of foreign sales, the sales invoice and 
charge to the customer are made in home currency and pay- 
ment of that amount in home currency is demanded, the 
problem of conversion, as explained above, is not en- 
countered, foreign sales being recorded and handled in 
exactly the same way as home sales. 


The Foreign Purchasing Agency 


If the purchase is made in terms of foreign currency and 
settlement must be made in that currency, a procedure and 
system may be used exactly similar to that just explained 
for handling sales. 

In both the sales and purchase record books, returns may 
be entered in the same record by. using red ink, and deduct- 
ing the red ink totals at the end of each page. This obviates 
the necessity of keeping subsidiary adjustment accounts 
in a separate book, and brings all information regarding 
the branch transactions in one compact record. 


CHAR TE Rae 


SUSPENSE ACCOUNTS; NUMBERED ACCOUNTS; 
ADJUSTMENT OF FIRE LOSSES 


SUSPENSE ACCOUNTS 


Definition of Suspense Accounts—General Purpose 

Any account which is used as a place of temporary record 
for items pending a determination of their final status or 
allocation may be called a suspense account. The defini- 
tion points out the general purpose for which such accounts 
are opened. It frequently becomes necessary to record 
items on the books as soon as the transactions giving rise 
to them have taken place. At the time, the information 
needed to determine their final place of record may be lack- 
ing. Stock certificates may find their way into the secre- 
tary’s office with the name of the party to whom transferred 
omitted; cash may be received through the mails with the 
identity of the sender not disclosed; provision must be made 
for bad debts before it is known what accounts will prove 
uncollectible—these and similar items call for record before 
their final status is determinable. 

When cash is either short or over, the Cash Short and 
Over account serves as a temporary adjustment account. 
Discrepancies between the book record and the physical 
inventory of cash due to various causes are temporarily 
thrown into this account until further information discloses 
the cause. When it becomes evident that such information 
cannot be secured, any balance is usually treated as a profit 
and loss item at the end of the fiscal period. Similarly, 
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discrepancies between the bank’s cash record and that of 
the business may be thrown into an account called ‘‘Bank 
Adjustments’? or some other similar title, to show the 
nature of the items there recorded. The Petty Cash ac- 
count, between the periods of its adjustment by means of a 
replenishing check, is in the nature of a suspense account. 
Only when an analysis of the petty cash expenditures and 
the replenishing check are recorded on the books is Petty 
Cash an asset account. Failure to locate an error in the 
trial balance is sometimes recorded on the books through the 
medium of a Trial Balance Adjustment account so as not to 
carry the difference over into the trial balance of succeeding 
months. Where such an account is set up it is a suspense 
account pending the finding of the error. 

Again, it may sometimes become necessary to adjust 
arbitrarily a difference between a controlling account and 
the total of the ledger which it controls pending the finding 
of the discrepancies between the two. Thus, an Accounts 
Receivable Control may not accord with the sum total of the 
customers’ accounts carried in the sales ledger, and it may 
be dee.ned advisable to accept the subsidiary ledger record 
as correct rather than the figures of the controlling account. 
The adjusting item is usually incorporated in the controlling 
account but is in the nature of a suspense item pending the 
allocation of the difference. As mentioned above, a cash 
receipt from an unidentified customer must be recorded in 
a suitably named suspense account. Similarly, unclaimed 
wages which have been charged on the books to the proper 
ledger account and credited to cash must be carried until 
they are called for or until their record may with reasonable 
certainty be closed on the books. Unclaimed dividends 
must also be held in suspense until such time as a definite 
settlement of their disposition may be determined. Ad- 
vances to subsidiaries when recorded as a charge in open 
account against the subsidiary are frequently of the nature 
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of suspense items. The subsidiary may settle the account 
by payment of cash, by payment of its bonds or stock, or 
the account may not be settled and it then becomes necessary 
to write it off as a bad debt. 

_ Similarly, purchase invoices and other like items in dis- 
pute may be booked as suspense items under suitable titles. 
However, in cases of this kind it is more usual to hold the 
invoices until some basis of settlement is reached before 
recording them on the books. If the fiscal period closes 
with these items still unsettled, it will be necessary to bring 
them on the books as contingent liabilities. 

The Reserve for Depreciation may be looked upon as a 
suspense account. ‘The credit entries therein which serve 
the several purposes explained elsewhere, are in the nature 
of items belonging to asset accounts which are held in sus- 
pense pending the final disposal of all or some part of the 
asset. This final disposition may take place either because 
of sale, loss by fire, or the discard of the asset on account 
of complete depreciation. At such a time it becomes 
necessary to transfer the portion of the reserve belonging 
to the asset finally disposed of as a credit to the asset account 
in order to clear that account of the asset values therein 
shown. 


Reserve for Doubtful Accounts as a Suspense Account 


In like manner the Reserve for Doubtful Accounts is a 
suspense account because at the close of the fiscal period it 
becomes necessary to make an estimate of the probable 
amount of uncollectible items in order to appraise correctly 
the value of outstanding claims against customers. This 
estimate must be carried as a credit in the Reserve for 
Doubtful Accounts because at that time it is not known 
definitely to what particular customers’ accounts it applies. 
During the following periods, as the information becomes 
definite as to what accounts are absolutely uncollectible, the 
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credit held temporarily in the reserve account is transferred 
to the particular customer’s account which has proved 
uncollectible. Thus, we often speak of charging an un- 
collectible customer’s account against the reserve, which 
is another way of saying that we transfer from the re- 
serve a portion of the credit held there in suspense, to the 
customer’s account after it has been determined to what 
customer’s account it belongs. 


Use of Suspense Ledger 


In an effort to keep closer track of doubtful accounts 
and notes receivable, such accounts are frequently trans- 
ferred to what is known as a suspense ledger. A funda- 
mental misunderstanding seems to exist with regard to the 
meaning of such a transfer. A business man often points 
with pride to the fact that he has transferred a number of 
items from his regular customers ledger to a suspense ledger, 
implying thereby a policy of conservatism in the value at 
which he carries his customers’ accounts on his books. As 
a matter of fact, the transfer to the suspense ledger in no 
sense changes the valuation at which the accounts are 
carried on the books. Separation of the doubtful items 
from those considered good provides a convenient basis for 
analysis according to which, at the end of the fiscal period, 
it will be possible to make a much more accurate and intelli- 
gent estimate of the probable loss from uncollectible items. ~ 
Aside from that and another fact of importance, namely, 
that by keeping all such accounts in a suspense ledger it 
becomes much easier to watch them closely, nothing is to 
be gained by the use of a suspense ledger. As to the proper 
method of handling this ledger, it is best to carry in conjunc- 
tion with it a separate control on the general ledger supple- 
mentary to the customers ledger controlling account. This 
would be effected at the time of removing an individual 
account to the suspense ledger, by transferring the same 
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item from the customers ledger controlling account to the 
suspense ledger controlling account. 

The form of the suspense ledger is somewhat different 
from that of the regular ledger in that provision is made for 
gathering information as to the efforts made to collect the 
items and the result of those efforts. A loose-leaf or card 
ledger serves the purpose best. While the form is not 
standardized, such information as the report of the mer- 
cantile agency at the time of granting the original credit; 
the agent in whose hands the account is placed for collection ; 
the date of placing the claim in his hands; his report on his 
efforts to collect the account; the lawyer to whom the account 
is given in case suit is brought; the attorney’s report; the 
name and address of the trustee or receiver in case the 
customer has gone into bankruptcy; the date of filing a 
claim with the trustee; the judgment secured; the particulars 
as to settlement; and provision for additional remarks—all 
this information is of value and provision should be made 
to recordit. It may also be sometimes desirable to make use 
of a suspense journal where information in addition to that 
for which provision has been made on the ledger account 
can be collated and kept for reference. 


Accounts Receivable Hypothecated 


In connection with the handling of accounts receivable 
it may be well to draw attention to the growing practice 
of discounting open accounts receivable in much the same 
way in which notes receivable are discounted. In recent 
years a group of non-professional bankers have initiated 
this kind of financing. It may sometimes happen that a 
merchant exhausts his credit with his regular banker and 
is unable to raise further necessary funds in the usual way. 
By applying to the so-called commercial credit companies 
or these non-professional bankers it is frequently possible 
for him to discount his new accounts as he creates them 
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through current sales to customers and so secure funds for 
tiding him over a temporary stringency. The practice, 
however, is looked upon in business and regular banking 
circles as evidence of the financial instability of the merchant 
and his probable bankruptcy in the near future. The cost 
of raising funds in this way is almost prohibitive excepting 
in cases of dire need and it is not resorted to by business 
houses whose financial condition is sound. 

The practice works out somewhat as follows. A mer- 
chant desiring to discount his accounts turns over to the 
credit company with whom he has made the arrangement, 
the invoices of all accounts to be discounted as evidence of 
the sales just made to customers. The credit company on 
the strength of these invoices advances anywhere from 70% 
to 80% of their face value, thus maintaining a margin of 
safety of from 20% to 30%. The charge made is called 
commission rather than interest, and varies from 2% to 
5%. To protect the credit company, frequently such 
invoices, as they go out to customers, bear a notation to the 
effect that payment of the bill is to be made to the credit 
company and not to the merchant selling the goods. An 
obvious and serious objection to this practice is that it 
gives the customer information as to the method of financing 
to which the séller has been reduced. In view of this ob- 
jection a few bankers are willing for payment to be made 
as usual to the merchant, who must in turn transfer the 
identical item or the merchant’s own check for an equivalent 
amount to the banker. A periodical settlement with the 
banker secures from him a statement and return of the 
moneys held by way of margin. The accounts as settled 
are paid in full to the banker who has previously furnished, 
say, 70% of their face value in cash to the merchant. The 
banker thus holds 30% more money than he has furnished 
to the merchant, and as these margins accumulate it may 
sometimes happen that the banker is loaning the merchant 
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the latter’s own money. Consequently, it becomes impera- 
tive for the merchant to keep careful record of all accounts 
discounted with, and of their payment to, the banker so 
that he can protect himself by requiring a settlement as 
may be shown necessary. 


Accounting for Accounts Receivable Discounted 

The accounting procedure in keeping track of these items 
is very similar to that for notes receivable discounted. 
Inasmuch as the practice does not involve an outright sale 
of the accounts to the banker, a contingent liability is cre- 
ated in case the customer does not pay his account, which 
the merchant will have to make good to the banker just as 
in the case of notes receivable unpaid at maturity. The 
bookkeeping record of discounted accounts may be considered 
under four aspects: 


At the time of discount. 
At the time of the banker’s report of customers’ 
payments. 
3. At the time an account is charged back by the 
banker because of inability to collect. 
4. At the time of final settlement with the bankers. 


Ow 


1. At the time a group of accounts is discounted the 
charges are to Cash for the amount of cash received, to Com- 
missions Paid on Discounted Accounts for the amount of 
commission, and a charge to the Bankers or to a Bankers’ 
Margin account for the margin. The credit offsetting these 
debits is to an account called Customers’ Accounts Dis- 
counted. No further entry is necessary until the banker’s 
report of customers’ payments. 

2. At the time an account is reported as paid by the 
banker, the contingent liability thereon as carried in the 
Customers’ Accounts Discounted account has ceased to 
exist and a reversing entry becomes necessary, Customers’ 
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Accounts Discounted is charged, and the customer’s account 
3s credited. 

3. When anaccount is not collected and is charged back 
by the banker, the contingent liability as carried under 
Customers’ Accounts Discounted becomes a real liability 
which has to be settled by payment to the banker of the 
amount of the cash originally advanced by him at the time 
of discount. At such a time the entry made will be a debit 
to Customers’ Accounts Discounted offset by credits to 
Cash and to Bankers or Bankers’ Margin account, as the 
case may be. 

4. At the time of final settlement with the bankers, all 
that remains to be done is for them to pay over the balance 
of cash in their hands belonging to the merchant. This 
balance of cash is reflected by the amount of margins which 
they have demanded at the time of discount. Hence, on 
the merchant’s books the transaction will be recorded as a 
debit to Cash and a credit to Bankers or Bankers’ Margin 
account. 

In order to keep close track of all accounts under dis- 
count it is advisable and almost necessary to make use of 
what may be termed a ‘‘discounted accounts register.’ 
Every account, as discounted, should be given a number 
and entered in numerical sequence in the register. As an 
account is paid by the customer and reported by the banker 
it should be there shown as paid. The banker at the time 
of final settlement must render an accounting for all the 
accounts not shown as canceled by the register, either in 
cash or by a return of the claim against the customer. 


NUMBERED ACCOUNTS 


Allotment of Numbers to Accounts 


The allotment of a series of numbers to a certain kind of 
accounts not only classifies them in an orderly manner by 
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grouping them according to their resemblances and separat- 
ing them according to their differences, but the notation 
also greatly facilitates locating them and saves much time 
and effort in indicating them on vouchers, journal entries, 
etc. Another advantage is that posting records may be 
checked as to their general correctness by an official who has 
only a general knowledge of the system. As an illustration, 
if the asset accounts have the general classification of 1 and 
the expense accounts have the general classification of 9, 
it needs only a cursory survey of voucher, or ledger posting 
data, to see whether an expense item has been charged to a 
capital account or vice versa. 

The framework of the classification should be so con- 
structed that any account, new or old, not already included 
in the scheme, can be inserted without disturbing the 
general order. If this is done, the system can never become 
obsolete in the sense of becoming impracticable, because 
changes can be inserted in their appropriate place as soon 
ASssthey, Occur: 

The different schemes or symbols which have been 
developed from time to time are the Dewey decimal system 
with its variations; the mnemonic system; and a combination 
of the two. The Dewey decimal system is undoubtedly the 
most complete and highly perfected in theory of any, and, 
as the name indicates, is a combination of figures and periods 
giving a symbol of almost unlimited expansion. The use of 
figures and symbols offers an infinite number of possible 
combinations, but the straight decimal system is in no way 
practical for general use, chiefly because a voluminous key is 
necessary even to interpret the symbol. 

The mnemonic system, as its name indicates, was de- 
vised for the purpose of supplying a symbol which would be 
suggestive and which would indicate the object that it was 
intended to identify. The mnemonic symbol consists cf a 
combination of letters and figures with the occasional use of 


NUMBERED ACCOUNTS 565 


a period or a dash. In order to classify completely any 
object in a large system, according to general classifications 
and special subdivisions, it is sometimes necessary to use 
five, six, or seven letters to identify one particular piece 
of machinery. In this case also, the use of a key becomes a 
necessity. The mnemonic system pure and simple is more 
often used for identifying machinery and tools or other 
stock, kept in a factory stock room. It is adapted also to 
the filing of correspondence. 

The two advantages claimed for the mnemonic over the 
Dewey system are: 


1. The letters of the alphabet are used and so give 
opportunity for a more rational classification 
than the ten possible groups of the decimal 
system. 

2. A system consisting of letters may be made more 
easily mnemonic, each letter being, as a rule, the 
initial of the term symbolized, and may be re- 
called to mind more easily than a number arbi- 
trarily chosen for that purpose. 


The following example shows how easily a machine can 
be located and described. If: 


M is used for machine 

L for lathes 

C for core ramming machines 
P for power machines 

R for ramming machines 


then: 


ML would immediately suggest a lathe 
MCR a core ramming machine 
MPR a power ramming machine 


Etc. 
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Where there are several styles of the same type of machine, 
numerals may be added, as MPR 1, MPR 2, etc. 

A combination of these two systems which has been 
applied to large institutions is characterized by grouping 
all departments which perform the same class of service 
under one letter of the alphabet, and then numbering their 
functions. Frederick A. Parkhurst* has outlined a very 
useful system which may be used in a manufacturing or 
other plant somewhat as follows. Group A with subdivi- 
sions would include: 


1A Accounting Room 1B Sales Department 

2A Cost Department 2B Order Department 

3A Credit Department 3B Stenographic Department 
4A Billing Department 

5A Filing Department 


Each department of the factory has an arbitrary letter 
allotted to it and is always referred to in all records by this 
letter and number. 

The Interstate Commerce Commission uses a numerical 
system of numbering accounts by first grouping each class 
under ‘‘general accounts’’; then under each group of general 
accounts, special accounts called ‘‘primary accounts”’ are 
numbered consecutively. These accounts have been an- 
alyzed so minutely that not mich leeway is given for 
inserting new accounts and for this reason the method is not 
so elastic as a good classification requires. Thus, Operating 
Revenue accounts are classified genétally into: 


I Transportation—Rail Line 
Il Transportation—Water Line 
III Incidental 
IV Joint Facility 


* “In Symbols.” 
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The primary accounts under these general subdivisions are 
numbered as follows: 


Transportation—Rail Line from #101 to #116 
Transportation—Water Line from 121 to 128 
Incidental from 131 to 143 
Joint Facility from 151 to 152 


Operating Expense Accounts are classified under the follow- 
ing general accounts: 


I Maintenance of Way and Structures 
II Maintenance of Equipment 
Li Sei raiic 
IV _Transportation—Rail Line 
V Transportation—Water Line 
VI Miscellaneous Operations 
Vie SCrenera| 


VIIl Transportation for Investment—Cr. 


The primary accounts under these are numbered from 201 
to 462. 

Another numerical method which can be used for general 
businesses and which corresponds somewhat to the above 
is arranged as follows: 


100 to 700 Assets and Deferred Charges 

800 to 1100 Capital Stock, Liabilities, Reserves, and 
Surplus 

1500 to 2500 Profit and Loss Accounts 


The even hundred accounts are the controlling accounts 
inthe general ledger. The details are carried in subsidiary 
ledgers and are numbered consecutively from 101 to 199, etc. 

This system also is not so elastic as one constructed 
on the theory of the Dewey decimal system, which may be 
expanded indefinitely without disarranging the system as a 
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whole. First of all the general ledger accounts may be 
classified into nine fundamental groups as follows: 


Asset Accounts 

Investments and Treasury Securities 
Prepaid Items 

Liabilities 

Accrued Items 

6 Valuation Reserves 

7 Capitaband sourplus 

Income 

Expense Accounts 


mae wW ND A 


These general groups may be further subdivided indefinitely 
into groups of nine, keeping in mind continually that the 
process of division should be from general to special and 
that the progress should be gradual. 


1 AsseET ACCOUNTS 
it Fixed Assets 
rrr Land 
trrz Used and Useful in Operation 
t1111r Details in Subsidiary Books 
1112 Held for Speculative or Investment Purposes 
tr121t Details in Subsidiary Books 
T1222 
112 Buildings 
113. Machinery 
114 Tools 
115 
116 
iy 
118 
119 
12 Current Assets 
12t Cash in Bank 
t211 Local Bank 
1212 New York Bank 
1213 Chicago Bank 
122 Petty Cash Fund 
123 Notes Receivable 
124 Accounts Receivable 
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125 Merchandise 
1251 Inventories 
1252 Purchases Raw Material 
1253 In Process 
1254 Finished Goods 


1255 

1256 
126 
127 
128 
129 

8 Income Accounts 

81 Sales 


811 Merchandise 
8112 By Departments, etc. 
812 Consignments 
8121 Details in Subsidiary Records 
9 EspENSE ACCOUNTS 
ot Manufacturing 
o11 Prime 
o111 Wages 
o112 Freight 
912 Manufacturing Expenses 
92 Selling Expenses 
921 Salaries 
9211 Details in Subsidiary Records 
922 Traveling Expenses 
923 Commissions 
924 Advertising 
925 General Selling 
93 Administrative Expenses 
94 General Expenses 


All accounts under 100 are general ledger accounts, and 
accounts over 100 are accounts kept in subsidiary records. 
From this outline it is apparent that even though each 
series is limited to nine as in the Dewey decimal system, 
it may be indefinitely expanded to include a large number of 
accounts, and will be elastic enough to accommodate any 
number of future additions to the system. It also classifies 
accounts so definitely that errors in posting are very rare. 
A skilled bookkeeper would not be likely to post an income 
account in any account beginning with 9 for instance. 
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If this system is used by a large corporation or holding 
company which operates branches or factories in different 
sections of the country, all forming part of the general 
system, letters of the alphabet may be allotted to each 
factory or branch in addition to the numerical classification. 
By this means the accounts of each branch may be kept 
separate on the books of the head office, but the correspond- 
ing expense accounts will have the same numbers and may 
be incorporated in the head office books or balance sheet 
without any difficulty. This illustrates the principle of 
grouping all accounts belonging to the same classification 
and separating all accounts which belong to different units 
of the same organization. 

In establishing a special system of classification for any 
purpose whatever, the main points to be kept in mind are 
that the following requirements shall be fully met: 


1. To enumerate all the kinds of information which 
may be classified. 

2. To group these items into a limited number of 

classes. 

To give each class a definite and unchanging symbol. 

4. To provide for expansion of the classification under 
each group, and symbolize each subdivision by 
an addition to the symbol for the group. 


es 


If these general rules are observed, the notation may be 
numerical cr alphabetical, whichever serves the purposes 
noted above, and also is most easily memorized without the 
use of an elaborate key to interpret the system. 


ADJUSTMENT OF FIRE LOSSES 


The Insurance Contract 


A fire insurance policy is a contractual engagement, 
modified by’ the conditions stated, to pay or replace, in 
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part or in whole, any loss through fire, covering the property 
specified for a definite period. The amount to be paid 
cannot exceed the face value of the policy. The main 
points covered in the policy are the parties, the property, 
the risk, the amount, the term, the premium, and the condi- 
tions governing. ‘There are three ways in which the contract 
may be terminated, namely: by expiration, cancellation, or 
forfeiture. Generally the contract holds good until noon of 
the day named as the date of expiration. Therefore, if a 
fire should break out in the forenoon on that day but the 
greater part of the damage were caused after the noon hour, 
the whole loss would be covered according to the terms 
of the policy. The policy can be canceled immediately by 
the insured by giving notice to the insurance company. 
The latter, however, must give notice and wait five days 
before the cancellation will’be effective. 

In case of cancellation, the premium cost for the expired 
term is usually higher proportionately than for the whole 
term; what is known as the “‘short rate’’ becoming effective. 
The causes for the forfeiture of the policy are many and 
various. Among the reasons are concealment or misrepre- 
sentation, or fraud in connection with taking out the policy 
or in substantiation of claims for losses incurred. Some 
of the parts of the agreement relative to occupancy, vacancy, 
change in title, use or allowance of dangerous substances 
may be the cause. Then again, neglect of the clauses as to 
the maintenance of an adequate sprinkler system, making 
provisions for watching the building, etc., may lead to 
forfeiture. 


Requirements in Case of Loss 

When a loss occurs the first thing necessary is to give 
at once a written notice to the insurance company and to 
endeavor to protect the property from further damage. The 
next step is to separate the damaged and the undamaged 
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movable property, and to put these two classes in order 
so as to facilitate checking up. Then follows the making 
out of an inventory giving accurate details concerning the 
kind, the amount, the cost, and the damage claimed in 
respect to the goods. Upon the arrival of the adjuster of 
the insurance company, adjustment may be made immedi- 
ately, or it may be a protracted affair, depending on condi- 
tions. The insured is required by the terms of the policy 
to submit a sworn proof of loss within 60 days. This proof 
must enumerate the facts and beliefs of the insured regarding 
the origin and time of the fire, the interest the insured has 
in the property, together with the interest, if any, held by 
others, the cash value of each item, the sum total of the loss 
sustained, the encumbrances on the property, other insur- 
ance, whether valid or not, a copy of all descriptions and 
schedules of all the policies, any change in title, use, occupa- 
tion, location, possession, or exposure of the property since 
the issuance of the policy. It is also required to state by 
whom and how the insured building was occupied at the time 
of the fire. Sometimes the insurance company may require 
that this proof be verified by plans or specifications of the 
building, machinery, or fixtures that have been destroyed or 
damaged. At its option, it may request a certificate from 
an impartial magistrate or notary public substantiating the 
correctness and honesty of the claims presented. It is 
further required that the insured keep himself ready to 
exhibit any remains of the property in question. He may 
also be required to submit to an examination under oath and 
produce at the option of the insurance company any books 
of account, bills and other vouchers, and permit copies or 
extracts to be made from them. 


Determination of Value of Loss 


The insurance policy gives no hard and fast rule regard- 
ing the determination of value. The usual phraseology is: 
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“This Company shall not be liable beyond the actual cash 
value of the property at the time any loss or damage occurs 
and the loss or damage shall be ascertained or estimated 
according to such actual cost value, with the proper deduc- 
tion for depreciation, however caused, and shall in no event 
exceed what it would then cost the insured to repair or replace 
the same with material of like kind and quality.” 

The insurance company has accordingly the option of 
using the lower of two bases of settlement, viz.: (1) actual 
cash value at the time of the fire; or (2) what it would cost 
the insured party to replace the property lost. The price 
which governs, cost or selling, will depend upon the nature 
of the property. Asa general rule, itis the cost price. For 
goods which cannot be readily or advantageously repro- 
duced, like cereals and cotton, the adjustment basis is the 
local open market price prevailing immediately before the 
fire. In adjusting values, adequate depreciation allowance 
is made not only for ordinary wear and tear, but also for 
losses incidental to changes of fashion, demand, etc. 


Adjustment of Differences 

Whenever there is a dispute regarding the standards 
applicable in the adjustment or a disagreement regarding 
the method by which the standards are applied, one or the 
other of the parties generally invokes the provisions of the 
policy for an appraisal. In accordance with the terms of 
the policy, the insurer and insured may each appoint an 
appraiser who in turn selects an umpire. This official does 
not act except when called on for a decision if the appraisers 
disagree on some point. The appraisers proceed to make 
a joint appraisement of the damage caused and the value 
of the loss. If this appraisal is incorporated in a written 
award and signed by the appraisers, it is binding on both 
parties, and will be upheld by the courts. This provision is 
applicable to total and partial losses, but is limited to ques- 
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tions of value and damage. The appraisers are generally 
experts, but may call in any other person to give testimony. 
They are not bound by any legal rules of evidence, but may 
determine their own procedure. 

After the value of the loss has been arrived at, by agree- 
ment or appraisal, the liability as modified by the conditions 
or limitations comes up for consideration. There are 
generally a number of these clauses present in every policy 
although they are not always in force. One of these is the 
pro rata or the contributing clause. In the standard policy 
this clause reads as follows: ‘‘This Company shall not be 
liable under this policy for a greater proportion of any loss 

. than the amount hereby insured shall bear to the 
whole insurance, whether valid or not, or by solvent or 
insolvent insurers covering such property.”’ The apportion- 
ment of the loss on this basis is often a complicated affair. 


Effect of Coinsurance Clause 

Another limitation clause is the ‘‘coinsurance,’’ some- 
times called the ‘‘average clause”’ or “‘reduced rate”’ clause. 
The object of this clause is to make the relation between 
value and insurance somewhat more stable and to adjust 
the rates in accordance with the ascertained probability of 
big and small losses. The assumption is that partial losses 
to the property will also be partial losses to the insurance 
company. Rates can be adjusted in the light of the as- 
certained probability of the respective occurrence of slight 
and serious losses, and on the assumption that partial 
losses to the property will also be only partial losses to the 
insurance company. ‘This clause does not operate to reduce 
the insured’s recovery if either the loss or insurance equals 
or exceeds the named percentage of value. Where applied, 
it does so only after any apportionment under the contribu- 
tion clause has been determined. 

The effect ot the coinsurance clause is usually to make the 
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insured a coinsurer with the company for the difference be- 
tween an amount limited iri the policy and the face of the 
policy. The limiting amount is usually 80%, though it 
may be any other agreed per cent. The clause in the policy 
may read somewhat as follows: 

‘‘In consideration of the premium for which this policy 
is issued, it is expressly stipulated that in event of loss this 
company shall be liable for no greater proportion thereof 
than the sum hereby insured bears to eighty per cent of the 
cash value of the property described herein at the time when 
such loss shall happen, nor more than the proportion which 
this policy bears to the total insurance.”’ 

Thus, in order to make the insured a coinsurer, in the 
event of loss the company’s liability is limited to that pro- 
portion which the sum insured bears to 80% of the cash 
value of the property described in the policy at the time of 
loss. Where the loss or the insurance equals or exceeds 
80% of the value, the clause has no effect; when both are 
less, the insured and the insurer bear the loss in certain 
proportions. A few illustrations will show the way in which 
the liability of the company is determined. In the case of 
an 80% coinsurance clause, the formula by which the liabil- 
ity can be determined is derived as follows: 


A = the sum insured, i.e., the face of the policy 

’ B = the amount of the loss 
C = the cash value of the property at the time of the loss 
L = the liability of the company 


Then, in accordance with the provisions of the coinsurance 
clause, 
A AB 
L= rs x Bor Fy 
Three applications of the formula will be illustrated. Inthe 
first, both the face of the policy and the amount of loss are 
less than 80% of the cash value of the property. In the 
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second, the policy carries 80% of the value of the property 
but the loss is less than 80% of the property value. In the 
third, while the face of the policy is less than 80%, the loss is 
more than 80% of the property value. From the formula, 
it is evident that where A is 80% of C, the formula reduces 
to B; and where B is 80% of C, it reduces to A. It must be 
borne in mind, however, that the insurance company is 
never liable for more than the amount insured, 1.e., the face 
of the policy, nor for more than the amount of the loss. 


Face of Cash Value Amount of Liability of Insur 
Policy of Property Loss ance Company 
HS uN CBOrH OG Bye) CON Be 
(1) $3,000 $5,000 $2,500 $1,875 
(2) 4,000 5,000 2,500 2,500 
(3) 3,000 5,000 5,000 3,000 


Applying the formula in: 


AB _ 3,000 X 2,500 


(x) 8C —.8 of 5,000 = is 


(2) AB 4,000 X 2,500 
, SC a 


.8 of 5,000 mers 


es) AB 3,000 X 5,000 
: Oe .8 Of 5,000 


=) Boffo) 


It will be noted in (3) that, inasmuch as the policy is 
$3,000, only $3,000 can be collected. 

When the amount of the liability has been determined, 
the insurance company has three options: 


I. Payment may be made in cash within 60 days 
after the completion of the proof of loss. 

2. It may rebuild or replace the property. Notice of 
such intention must be given within 30 days from 
the filing of proof. 
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3. It may pay the ‘‘sound”’ value, i.e., the actual cash 
value of the property and dispose of what re- 
mains of it for its own account. 


In most cases the first method is followed. 


Method of Record-Keeping to Facilitate Ready Adjustment 
Under the standard contract the insurance company must 
make adjustment within 60 days after the report of the 
loss. Where no differences exist or only such differences 
as are capable of easy adjustment between the company 
and the insured, payment of the loss is usually made without 
any delay because of the advertising value in the community 
of a quick adjustment of firelosses. Most of the differences 
which cause delay in the making of adjustments result 
from the inability of the insured to prove satisfactorily the 
amount of his loss. Failure to prove loss usually results 
from a slipshod manner of keeping the records and a loss 
of the supporting vouchers. The standard policy provides 
that the insurance company may require the production of 
original bills and vouchers to establish the cost of the prop- 
erty destroyed. Where these are not obtainable the process 
of adjustment may be delayed until data on which to figure 
the original cost can be secured which is satisfactory both 
to the insurance company and the insured. Accordingly, 
in order to secure adjustment of fire losses without delay, 
the record of all assets should be supported by original 
vouchers. Where the: asset account is a group account, 
i.c., one composed of numerous pieces of property, a subsidi- 
ary ledger or register, or inventory record as it is sometimes 
called, should be carried, in which appear the details of the 
group account. If, then, the assets covered by the group 
account are only partially destroyed, it is then possible 
readily to determine the cost value of the portion destroyed 
by comparison with the portion left. In the case of machin- 
ery and tools, furniture and fixtures, delivery equipment, 
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etc., the use of such a register is particularly advantageous. 
If the voucher system of account-keeping is in use, there 
will be supporting data for all charges to asset accounts and 
an examination of these will make it possible to determine 
the legitimacy of all such charges. 

Another point to be kept in.-mind if ready adjustment is 
desired is to make sure that the policy covering particular 
property makes a sufficiently definite statement of the prop- 
erty covered so as to indicate clearly the exact property 
to which the policy applies. Oftentimes policies are taken 
out on buildings with the description so indefinitely worded 
that it becomes very difficult, where there are many build- 
ings, to know just what is covered by any particular policy. 
Where policies are taken out covering new equipment as it is 
purchased, and at some future time the equipment is moved 
from building to building, the problem of allocating the 
policy with the property covered by it becomes particularly 
difficult. To surmount these difficulties it may be wise 
even to draw up charts and maps of all buildings and their 
equipment, indicating on the insurance policies the particular 
pieces of property covered by them as shown on the map. 
As mentioned above, clear, businesslike records kept by 
the insured and properly supported by original data will 
always make for speedy adjustment of fire losses. 


Adjusting Entries for Fire Losses 


To make the books record properly the loss suffered 
by fire, it is necessary to set up a special account called 
“Fire Loss.” To that account will be charged the full 
amount of the loss, including any expenses incurred in 
connection therewith and also the portion of the unexpired 
insurance premium which is canceled by the fire. This 
account will be credited with the amount of insurance 
received or allowed by the insurance company. Stated 
otherwise, to the account will be transferred the book value 
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of all property destroyed and all expenses in connection 
with the fire. After the account is credited with the amount 
of insurance received, the balance shows the net loss suffered 
by the fire and will be closed directly into surplus so as not 
to affect the results of the current period’s operations. As 
a rule, at the time of the loss of a fixed asset, depreciation 
has accrued from the close of the last fiscal period and this 
must be taken into consideration in making the adjust- 
ments on the books. The amount of such accrued deprecia- 
tion must be charged to the current period’s Depreciation 
account because the period must bear its proper proportion 
of the expense. The offsetting credit to such charge will be 
made directly to the asset account rather than toits Depreci- 
ation Reserve account. The depreciation applicable to the 
asset destroyed which has accumulated in the past must now 
be transferred as a credit to the asset account. After such 
transfer and entry in the asset account of the accrued 
depreciation, the balance of the asset account shows the 
appraised value of the asset as at the time of the fire. If this 
appraised value is accepted as the true value by the insurance 
company, no further adjustment is needed and this becomes 
the figure or amount which is transferred to the Fire Loss 
account. If, however, settlement is made on a lesser valua- 
tion, in strict theory, the difference between the book value 
of the asset and the value accepted as the basis for settle- 
ment should be charged to surplus as an adjustment item 
occasioned by insufficient depreciation charges in former 
periods. Usually, however, no cognizance is taken of such 
adjustment and the total book value of the destroyed asset 
is charged to Fire Loss account. 

If the loss is complete or the insurance company makes a 
settlement of the total amount of the policy, the policy is 
canceled and all unexpired premiums applicable to it are 
used up and constitute an additional loss occasioned by fire. 
The amount of such unexpired premiums is therefore 
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charged to Fire Loss account. If settlement is not made for 
the total amount of the policy, the amount of the settlement 
is indorsed on the policy in order to show the amount of 
insurance still in force for which the company is liable. The 
due proportion of the unexpired premium will be charged 
off to Fire Loss account. This proportion will be represented 
by the ratio of the amount of the settlement to the face of the 
policy. 

In the case of loss of stock-in-trade by fire it is very neces- 
sary to have available as the basis for determining the value 
of the merchandise destroyed the inventory record as at the 
close of the previous fiscal period. The record of all pur- 
chases, purchase returns, sales, and sales returns from then 
until the time of the fire, and the records of previous years, 
should also be available in order to determine the average 
rate of gross profit. If such rate of gross profit is not avail- 
able, there must be a rate agreed upon by the insured and 
the company as the basis for settlement. The method of 
determining the value of the goods on hand at the time of 
the fire by means of the data just mentioned is explained 
in full in Volume I, page 506, under the head of ‘‘Book or 
Estimated Inventories.’’ Here also, as in the case of fixed 
assets, clear, businesslike records lead to a speedy adjust- 
ment of the loss, 
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STATISTICS IN BUSINESS 


Value of Business Statistics 

Because of the complexity of modern business it is 
practically impossible for the management or an executive 
of a large organization to rely on personal observations and 
impressions when formulating plans and policies. To do 
so would lead to frequent errors and costly mistakes of 
judgment. The human mind cannot adequately grasp the 
significance of a multitude of facts in the variety of their 
occurrence. In consequence many problems of manage- 
ment are today being solved by the intelligent use of statis- 
tical records or tabulations of past and present operations. 
By this means the pertinent facts regarding a business are 
classified and summarized, and the analysis of complicated 
figures and large aggregates is made possible. The relation 
of the groups to each other and of each group to the past, the 
relation of the unit to the whole, and so on, is best shown by 
the tabulation of facts in the form of figures. By reducing 
the facts to figures comparisons can easily be made and the 
proportion of one thing to another is more accurately pre- 
sented. By divesting facts from their aspect in daily life 
and the caprices of temperament, a truer estimate of tend- 
encies can be made. Because statistics generally deal with 
large masses or great numbers, standards, ratios, and types 
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can easily be established. The mortality statistics of in- 
surance companies afford a good example of general aver- 
ages or ratios that hold true when applied to such an un- 
certain proposition as the length of human life. Business 
statistics, however, cannot attain this accuracy because 
facts of a similar kind are not of such frequent occurrence 
and consequently the average is not so reliable. But the 
manager who is acquainted with the limitations of the sta- 
tistical method and who intelligently understands the 
business forces with which he is dealing, finds it sufficiently 
accurate in the great majority of instances. The frequent 
and almost universal use of the sampling method of testing 
mailing lists, the use of figures as to the density of population 
in selling campaigns, and the increasing use of time studies 
in factories, show that statistics can be made to serve as a 
valuable guide in arriving at important decisions. 


Railroad Statistics 

Railroad companies have for a long time used statistics 
to aid them in interpreting the mass of detail involved in 
operating over a large area. The figures are generally 
grouped into two classes: (1) those showing results of 
operations, such as annual reports; and (2) tabulations of 
operating details. The latter are devised mainly for the 
purpose of checking and control. Another classification, 
more minute, is the grouping of railroad statistics according 
to their nature into: 


I. Statistics pertaining to maintenance of roadbed, 
track, buildings, signals, etc. 

2. Cost of maintaining locomotives, cars, and rolling 
stock in general in good condition. 

3. Expenses connected with the movement of trains. 

4. Expenses in connection with the securing of new 
business. 

5. Administrative expenses. 
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By comparing the figures for each group the existing relation- 
ship leads to valuable conclusions. 

The compilation of figures showing receipts per passenger, 
average journey per passenger, average haul of merchandise, 
receipts per ton of freight, relation of cars run to business 
done, proportion of loaded and empty car space, cross haul- 
ing of empty cars, percentage of empty to loaded cars, com- 
pilations showing cost per passenger mile or ton mile— 
these are all valuable and pertinent facts about railroad 
operation. The most significant way of stating some facts 
is by means of figures. This is especially true of such im- 
portant and related phases of operation as, for example, 
the ratio of the pay-roll to operating revenuc, a comparison 
of the pay-roll of engine men and trainmen with the engine 
and train mile, or a comparison of the business done with 
the pay-roll at each station. 


Manufacturing Statistics 

Statistics are being increasingly utilized for recording 
facts in connection with production, especially in factories 
where a system of cost-keeping is in vogue. Various forms 
and cards are frequently used to collect the required data 
which is then grouped or classified in various ways. The 
performance of each workman is recorded and the various 
records are combined.into groups and compared. Statistics 
as to output, orders on hand and in process, figures showing 
idle time, capacity of machines and actual use, are examples. 


Mercantile Statistics 

The use of statistics in mercantile establishments is per- 
haps even more prevalent than in factories. This is chiefly 
because factories handle comparatively few lines, whereas 
mercantile houses generally carry or deal in a large num- 
ber. The figurescompiled are generally concerned with one 
or more of the following: 
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1. Sales. The comparison here is by totals, depart: 
ments, cash and charge sales, salesmen, territories, lines, 
percentages to total, new business, etc. 

2. Profits. The same classification is applied as for 
sales. Generally discounts and profits are compared. 

3. Inventory of stock. Comparison made by cost or 
selling price, purchases, quantities sold, used, balance, 
percentages of sales, departments, lines, etc. 

4. Cost of conducting the business. Comparison made 
by classes of expense, departments, percentage of sales, etc. 

5. Collection. Comparison made by percentage of 
sales, territory, etc. 

6. Notes, etc., due. Comparisons made with sales, 
territories, lines. 

7. Goods returned. Comparisons made with lines, ter- 
ritories, percentage of sales. 

8. Efficiency of employees. Tabulations made showing 
profits, percentage on standard of work performed, compari- 
sons between departments. 

9g. Advertising. Compilations by departments, medi- 
ums, results, etc. 

10. Turnover. Compilations showing total business 
and rate of turnover, compared by departments, lines, 
number of sales, etc. 

11. Cash. Statistics giving receipts and disburse- 
ments in convenient groups. 

12. Mark-ups and mark-downs. Statistics by depart- 
ments, percentages, etc. 

13. Summaries of operation. These are generally 
compiled periodically but are carried on continuously as 
long as is desirable. 

14. Production. Statistics showing amount, completed 
work, workin process, orders on hand, time lost, total costs, 
unit cost, labor cost, material cost, overhead. All are classi- 
fied into groups or further subdivided for comparison. 
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Each individual manager selects the particular set of 
facts which he thinks will best show the trend of the busi- 
ness. The complexity of the business usually determines 
the number of reports. 


Use of Graphs in the Presentation of Statistics 

Long experience or special aptitude may qualify « man 
to grasp readily the full significance of statistical compila- 
tions in a variety of forms without the use of charts er 
graphs. The quicker and surer method, however, in driving 
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home the essential points of statistics is their graphic pre- 
sentation. For the majority of business men the graphic 
method will accomplish what statistical tabulation fails to 
do. While facts are of prime importance, their method of 
presentation affects their usefulness and is therefore of greater 
importance, The great mass of figures that accountants 
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and efficiency men only too often present in incomparable 
form, sometimes far in excess of requirements, is best clas- 
sified by means of charts. 


Advantages of the Use of Graphs 

The arguments in favor of the use of charts are that the 
importance of written words or figures is apt to be judged 
from the amount of space used, or the time spent in writing 
or compiling them; whereas the graphic method shows th 
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vital facts in a way which compels attention. The statistics 
are easily compared and when figures are visualized in 
graphic form relations are seen at once. One week is readily 
compared with another, one year with the previous year, 
one man’s performance with another’s, and so on. 
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Graphic methods are not only in many cases better but 
also cheaper. ‘This is especially true if a number of copies 
have to be made. It requires more work to copy a mass 
of figures than to draw a few lines or figures by means 
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of blue-print tracings. If many copies are needed, the 


photographic method of reproduction may be used. Then 
again, in statistical tabulations it is necessary to rearrange 
the figures in various orders so as to make different tabula- 


tions comparable. 
Principles of Graph Construction 


The following principles should be observed in making 
graphs: 


1. Graphs should be simple so that the full significance 
is readily seen. If a chart requires a great deal of study its 
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very purpose is defeated. As a general rule, only two lines 
should be used. This is especially true if the lines are apt 
to intersect one or more times. If there are a number of 
interrelated figures to be presented, it is better to make 
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separate charts on one sheet or to place them together in 
some other way. 

2. Most statistics can be presented by one or more curves 
where the quantity is expressed by the distance of the 
curve from the base line, and the time is represented by the 
horizontal movement of the curve. 

3. For a curve the vertical scale should be so selected 
that the zero line will appear on the diagram. This may 
require a break in the graph, as shown on page 585. 

4. When the scale represents percentages the 100% 
line should be emphasized in some distinctive way. 
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5. The curves should be sharply distinguished from 
the ruling of the paper. 

6. The lettering and the figures should be so placed as 
to be read as easily from the base as the bottom, or from 
the right-hand edge of the diagram as the bottom. 

7. The titles should be clear and complete and, if. neces- 
sary, subtitles and descriptions should be used. 

The illustrations on pages 585-588 show how data lend 
themselves to graphic presentation. 


PRIVATE Books 

Purpose and Content 

Private books are sometimes kept when it is not desir- 
able for employees to know certain important data relative 
to the business. Secrecy then is the main purpose in their 
use in a great many businesses. The general knowledge of 
certain facts about the business or certain processes or meth- 
ods of procedure which belong peculiarly to the business 
might be harmful. Where competition is particularly keen 
between two or more concerns, instances have been known 
of the employees of one concern being the paid agents of the 
other, thus securing information essential to underbidding 
on contracts. It is desirable at times to keep the employees 
of a partnership or a corporation in ignorance of the earning 
capacity of the business or of any secret contracts covering 
price agreements that may be in effect according to which 
larger rebates are to be allowed one concern than another. 
Other items about which it may be necessary to maintain 
secrecy are: the valuations at which patents, franchises, and 
other intangible assets are carried; partner’s capitals, draw- 
ings, and salaries; manufacturing costs; the method and rate 
at which the overhead expense is apportioned over the pro- 
duct; the policy as to the creation of reserves of various sorts; 
the profit and loss account; the methods of financing as’ 
indicated by notes payable; and so on. 
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Operation of Private Books 

No particular difficulty is experienced in the keeping of 
private books. A full set of records composed of journal, 
cash book, and ledger, may be maintained, though there is 
often no need for a cash book. These records, while con- 
taining essential information about the business, are usually 
spoken of as being subsidiary to the general books in the 
sense that the general books are operated by an employee 
who maintains a controlling account for the private books. 
In order to gather the material for the controlling account the 
books of original entry of the general records must be pro- 
vided with additional columns for the private ledger. Any 
item about which it is desirable to keep employees in ignor- 
ance is simply charged or credited to private ledger with no 
explanation on the general books as to its ultimate dis- 
position. The same item as taken into the private books 
is, by means of a journal entry, given its proper disposition, 
with the offset as a charge or credit, as the case may be, toa 
general ledger controlling account which is carried on the 
private ledger. These two controlling accounts—the one 
on the general ledger with the private ledger, and the one 
on the private ledger with the general ledger—are com- 
plementary to each other, thus making both ledgers self- 
balancing. A consolidation of the two trial balances, the 
one from the general ledger and the other from the private 
ledger, with both controlling accounts eliminated or treated 
as canceled items, is necessary in order to present the full 
statement of the business. 

To illustrate the way in which secrecy covering certain 
types of transactions may be maintained, it may be well to 
trace a few transactions through the books. Suppose it is 
desired to make a cash rebate to a favored customer. The 
check is drawn payable to private ledger account and run 
through the cash book as a charge in the private ledger 
column, to be posted ultimately to the private ledger con- 
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trolling account on the general ledger. The check is entered 
as a cash receipt on the private cash book with the credit 
to general ledger. A check is then drawn on the private 
ledger cash payable to the favored customer, with the 
proper charge to Sales Rebates and Allowances or other 
similarly named account, and posted to that account on the 
private ledger. In a similar way checks for dividends, 
salaries, etc., can be drawn to the order of private ledger 
and their proper distribution be shown only on the private 
books. 

At the time of closing the books, if some temporary 
proprietorship accounts are carried on the general ledger 
and some on the private ledger, those carried on the general 
ledger are closed off by transfer to the Private Ledger Con- 
trolling account instead of, as usually, to the summary Profit 
and Loss account. The adjustment of the books is usually 
made both on the general ledger and on the private ledger. 
If certain fixed assets subject to depreciation are carried 
on the general ledger, the adjustment of their values will 
have to bemade by debit as usual to Depreciation account, 
with a credit to the suitable Depreciation Reserve account. 
This Depreciation account, of course, is in closing charged 
to Private Ledger instead of to Profit and Loss. If the 
Merchandise Inventory account and the Sales and Pur- 
chases accounts are carried on the general ledger, the cost 
of goods sold will be developed as usual on the general ledger 
and then transferred to the Private Ledger account. More 
often, however, most of these adjustments on account of 
depreciation reserves and reserve for doubtful accounts 
and the merchandise inventories are handled only on the 
private ledger. The Profit and Loss account as carried 
on the private ledger shows the net profit and usually all 
appropriations of that profit. The result is that the divi- 
dend accounts, the various reservations of profits, and 
Surplus account are handled only on the private books. 
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The private books are usually kept by the general 
auditor, the secretary, or general manager of a corporation, 
and by one of the partners or a trusted employee in the case 
of a partnership. 


JOURNAL VOUCHERS 


Need for the Journal Voucher 

Since the introduction of special journals to take care of 
cash, sales, and purchases, the present-day journal is used 
principally as a record for adjusting entries between ac- 
counts, the opening and closing entries of the ledger, and 
any other unusual transactions for which no other specialized 
form of book has been provided. For this reason it is very 
important that all the evidence which may be necessary to 
explain or to prove the correctness of an entry, together with 
the authority for making it, shall be instantly available in 
some convenient form. This not only saves much time and 
irritation in hunting up scattered data to explain an unusual 
entry, but it relieves the bookkeeper of any personal re- 
sponsibility which might attach to him for making entries 
not strictly in accordance with correct accounting principles. 
It has been seen in an earlier chapter that the authoriza- 
tion of cash disbursements by means of the formal voucher 
gives a valuable control over cash and the bookkeeping 
record of it. In like manner, for entries appearing in the 
journal, the use of the journal voucher accomplishes these 
purposes. 

The forms in which journal vouchers are made out vary 
with the requirements of each business, but in general they 
are very simple and follow the same general principles. 
Two features are essential: (1) the voucher must show 
clearly the purpose for which it is drawn; and (2) it should 
provide proper authority, with full explanation of the reasons: 
for making the entry. The usual form is illustrated below: 
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Accounts to be credited: 


Accts. to be charged: 


Name 


Journal Voucher (reverse) 


The entries at the top of the back of the voucher give 
information for filing purposes only. Where the original 
vouchers are kept in a loose-leaf binder (thus constituting the 
journal), only the duplicates, folded lengthwise and filed in 
an upright binder, need have the notations made on the back. 


Method of Use 

The same form of voucher may be used in two ways. A 
regular journal may serve as the posting medium to the 
various ledger accounts affected. In this case each entry is 
given a number which corresponds with the number on the 
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voucher. All the original data and the explanations which 
are necessary to authorize the entry are attached to the 
vouchers which are filed away by months in numerical order. 

The second method is to make out vouchers in duplicate. 
The original, with the approval of the proper officials and a 
brief explanation, is filed in a loose-leaf binder which con- 
stitutes the journal. The duplicate, numbered like the 
original, has attached to it all bulky papers, correspondence, 
or other evidence, and is filed away by months in numerical 
or alphabetical order, whichever best serves the purpose of 
the accountant. ‘This method saves the time of recopying the 
debits and credits in a bound book, and also makes it possi- 
ble to separate journal entries for use in different posting 
departments. . 

There is still some objection to loose-leaf general jour- 
nals, however, though it is gradually disappearing with the 
use of proper safeguards. 


Index to Journal Vouchers 


If vouchers are filed numerically and it is found advisable 
to keep an alphabetical list for the purpose of bringing 
together all journal vouchers on one subject or from one 
firm, a supplementary card index giving year, month, and 
voucher number, may be kept which will serve for several 
years—as shown below: 


fa XM Gp Coe New York 


IQI7 II/15 12/87 12/99 


1918 1/92 3/26 4/58 


Card Index for Journal Vouchers 
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If it is desirable to keep a record of the amounts also, 
this simple form may be extended to include voucher num- 
bers and amounts as follows: . 


mel eZ Co. New York 


Year Year Year 


V. No. Amt. V. No. Amt. V. No. Amt. 


Card Index for Journal Vouchers 


Content of Voucher 

Vouchers for the different journal entries should comprise 
the following information: in general, correspondence or 
memoranda approved by proper authority, which should 
explain the reason for the entry and refer to the original 
charge or item against which the entry applies. Vouchers 
for returned purchases should have the following informa- 
tion attached: the shipment record, the stock record, the 
credit memorandum from the vendor, and correspondence or 
signed memoranda explaining why requirements were not 
up to standard. 

Monthly depreciation charges should have attached a 
list of the capital accounts, the percentage of depreciation 
charged to each, and the one-twelfth which applies to the 
present month. 

Adjustments for allowances on contracts should have the 
reference or copy of the contract agreement, all correspond- 
ence which finally disposes of the settlement, and references 
to any other legal or official authority which was instru- 
mental in effecting the present settlement. 
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In making unusual deductions or reserves at the time 
the books are closed, all the data bearing on the subject 
should be gathered, or, if this is not possible, very clear 
references should be made to the places where such material 
may be found. This is important, because investigations 
may be made at any time either to readjust or to confirm 
the entries, or to locate the responsibility for making them. 

Little time is needed to gather all the facts bearing on 
a transaction at the time it is entered on the books, but 
if the present officials are promoted or leave, it may at a 
later date take days or weeks to collect the information 
necessary to explain the reason for the entries made. 


Other Methods of Authorizing Entries 

A method sometimes used of authorizing journal entries 
requires the use of a loose-leaf journal for its easy operation. 
Every entry made by the bookkeeper is sent for approval 
to the auditor, manager, or other responsible person. Ap- 
proval is evidenced by signature or initialing. Where the 
use of the formal journal voucher is found to be cumbersome, 
this method gives satisfactory results. 

Similar to the journal voucher as authority for entry is 
the debit and credit slip used for authorizing inter-ledger 
postings. In a large establishment where the sales ledger, 
for instance, is divided alphabetically among a number of 
ledger clerks, adjustments as between the different ledgers 
are usually made by means of these debit and credit slips, 
which when properly signed by the head bookkeeper give 
the authority for making the necessary ledger entry. 


BUILDING EXPENSES AND INCOME 


Allocation of Building Expense 


It is purposed here to draw attention to two problems 
in connection with the bookkeeping records of buildings 
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owned by the business. The one problem has to do with 
the proper allocation of the various building expenses as 
between the different departments of a business such as 
manufacturing, selling, general administration, etc., and 
even the subdepartments within these general classifications. 
It frequently happens that the same building is used partially 
for manufacturing and partially as a warehouse and sales- 
room, while it may also contain the administrative offices. 
Within each of these groups there may be various sub- 
departments. A large store may be departmentalized and 
it may be desirable to show the results of operation by de- 
partments. If cost accounting by departments is determined 
upon, it becomes necessary to carry the departmental 
analysis beyond the gross profit stage, in which case building 
expense must be taken account of and spread equitably 
over the various departments. Likewise, within the factory 
it may be desirable to allocate the item of building expense 
over the various departments of storeskeeping, costing, and 
production proper, and even a further analysis may be neces- 
sary depending somewhat on the detailed information 
desired. Where building expense has to be spread over 
these various departments and subdepartments, an equitable 
basis of distribution must be found. A common basis is 
the amount of floor space used by the various departments. 
This method is not always fair inasmuch as some portions 
of the building are subject to heavier wear and tear, and 
therefore to heavier maintenance and depreciation charges, 
than other portions. Consideration must be taken of all 
the physical factors involved in order to secure an equit- 
able distribution of the expense. 


Ownership versus Renting 

The second problem has to do with the gathering of 
information as to the relative advantages of owning or 
renting a building. The chief elements of expense which 
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must be met in connection with the ownership of buildings 
are maintenance, depreciation, taxes, and insurance. In 
determining the relative advantages of ownership or leas- 
ing, the item of interest on investment in buildings must 
also be taken into consideration. It is doubtful, however, 
whether this last item should be brought onto the books as a 
cost of ownership. As in the case of a manufactured pro- 
duct, the item of interest is best handled by means of a 
statistical record rather than as an entry upon the financial 
records of the business. 


Methods of Bookkeeping 

Two methods of presenting the information on the 
books are met with. In the one case, an account is kept 
with Building Expense and Income to which are charged all 
expenses in connection with the building and to which are 
credited any items of income, as from subleasing,etc. Instead 
of having the one account, separate accounts may be kept 
and cleared at the end of the fiscal period through Building 
Expense and Income account before transfer to Profit and 
Loss. The difference between the net cost of building 
ownership, as indicated by Building Expense and Income 
account, and the market rental value of similar space and 
accommodations elsewhere will represent the net advantage 
or disadvantage of ownership as compared with leasing. 
At this point, before making the comparison, it will be 
necessary to take into consideration the item of interest on 
the money invested. 

The second method is simply a variation of the first so 
far as securing the information desired is concerned. Under 
it the Building Maintenance account is charged with all 
expenses as above and credited with a fair rental value as 
determined by market conditions for similar space else- 
where. The difference between the charges and credits 
to the Building Maintenance account will be an indication 
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of the profit or loss on the policy of the ownership. A 
theoretical objection to this last method is that the crediting 
of a fair rental to the account makes necessary a charge to a 
rent account, which will have to be shown as a charge to 
some department or phase of business activity, such as the 
factory, sales department, etc. Asin the case of interest, the 
best authority inclines towards treating rent as an item of 
financial management rather than as a burden to the other 
departments of the business. Practically, however, where 
the expense of rent is actually incurred through the use of a 
building belonging to outside parties, the prevailing practice 
at the present time is to charge rent expense to the depart- 
ments using the accommodations. Consistency seems to 
demand that both interest and rent be treated in the same 
way, and handled as financial management items. 


Workmen’s Dwellings and Social Betterment Work 

To maintain a fairly constant supply of labor, a corpora- 
tion frequently finds it necessary to provide housing accom- 
modations for its employees. This may be because the 
concern is located far from a settled community and outside 
capital cannot be induced to provide the needed accommoda- 
tions. Accordingly, corporations oftentimes spend large 
sums in so-called social betterment work, and it is customary 
for the corporation to charge a fair rental on workmen’s 
dwellings. The expense in connection with such work is to 
be treated rather as an item of extraordinary expense just as 
the income from the corporation’s investment in workmen’s 
dwellings must be treated as income outside the regular 
operations of the business. The problem here is simply 
the determination of the proper place to show the items of 
expense and income in the profit and loss summary for the 
period. 


CHAPTER, XXXIV, 


THE CONSOLIDATED BALANCE SHEET AND 
PROFIT AND LOSS SUMMARY 


Purpose and Function 

The consolidated balance sheet is a form of statement 
distinctively American. As indicated in previous chapters, 
its use has arisen as a result of the corporation laws of some 
of the states which allow the formation of the holding com- 
pany. This, if strictly a financing company, has a very 
simple operating organization. Its chief assets are usually 
the securities, capital stock and bonds, of the subsidiary 
companies which it owns in part or in full. Accordingly, 
its balance sheet is comparatively simple; in fact this very 
simplicity results in giving little information as to its real 
financial condition or that of the subsidiaries which it owns. 
If, however, the holding company is at the same time both 
an operating anda financing corporation, all the complexities 
encountered in the balance sheet of a manufacturing com- 
pany will be foundon that of the holding company. However, 
the financial statement of an operating holding company 
is not any more intelligible because of its complexity than 
that of a purely financing corporation. 

The items on the balance sheet of either type of corpora- 
tion which are evidence of the activities peculiar to a hald- 
ing company are, as stated above, the securities of the sub- 
sidiary concerns held by the holding company and whatever 
advances have been made on open account to the various 
subsidiaries in order to provide funds for making extensions 
or for recouping losses incurred by the subsidiaries. The 
principles governing the valuation of the securities of the 
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holding company have already been stated and explained 
in Chapter XV. In that chapter were stated the different 
applications of the principles of valuation to the three condi- 
tions met; namely, (1) the condition in which the holding 
company owns the entire capital stock of the subsidiary; 
(2) the condition in which a controlling but partial interest 
only is held; and (3) the condition in which the holding 
company is a minority stockholder of the subsidiary. In 
making up the balance sheet of the holding company the 
application of these principles to the valuation of the hold- 
ings of the corporation must be carefully handled. Aside 
from this problem of valuation, the balance sheet of the 
holding company presents no new problems. Such a 
balance sheet, however, gives very little information as to 
the actual financial condition of the corporation because 
its finances are tied up so completely with the financial 
condition of the various subsidiaries. In order, therefore, 
to present a statement which will intelligently show the 
real condition of the holding company, it becomes necessary 
to combine or consolidate the statements of financial condi- 
tion of all its subsidiaries. 


Problem of Partial Ownership 

Where the ownership of the subsidiaries is complete, 
the consolidated balance sheet in which are brought together 
all the various assets and liabilities of the subsidiaries, 
presents a true, full, and intelligent statement of the finan- 
cial condition of the holding company. Where, however, 
ownership is not complete, in which case there may be 
majority or minority holdings, the problem of drawing up 
a statement which will present the actual condition of the 
holding company is more difficult and much more complex. 
Manifestly, a consolidated balance sheet under either of 
these latter conditions as to partial ownership cannot be 
applicable alone to the holding company, inasmuch as in 
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such a statement there must be included interests over 
which the holding company has no direct control or authority. 

Because of this’ difficulty, three different ways of at- 
tempting to show the holding company’s condition are met 
with. One method makes no attempt to overcome the 
difficulty but limits itself to showing simply the balance 
sheet of the holding company as explained in the early part 
of this chapter. A second method consists in showing the 
balance sheet of the holding company supported by the 
separate balance sheets of all of the subsidiary companies. 
The third method is the method of the consolidated balance 
sheet which has just been briefly explained. This last is, 
perhaps, the most satisfactory method of the three. The 
insufficiency of the first method and the objection to it have 
been referred to already. The second method gives all 
essential information but presents it in such form that it is 
practically impossible for anyone but a trained student of 
finance and accounting to correlate the various parts and 
arrive at an intelligent understanding of actual conditions. 
The stockholder or the outsider is usually completely at a 
loss to know the meaning of all the figures and statements 
presented. Under the third method the data as to the 
condition of the various companies are brought together 
and presented in logical form on the consolidated balance 
sheet so that the combined statement shows as clearly as 
is possible the condition of the holding company. 


Conditions under which Used 


It should be clearly understood that the consolidated 
balance sheet is not a balance sheet of the holding company 
except and only when the holding company owns the entire 
capital stock of all the subsidiaries. A consolidated balance 
sheet, therefore, is a statement which presents the condition 
of all of the subsidiary companies. If it reflects the condi- 
tion of the holding company better than the latter’s balance 
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sheet, then, and then only, should a consolidated balance 
sheet be used. A fine distinction must sometimes be drawn 
to determine when it is more desirable, in the interests of 
an accurate showing of condition, to present a consolidated 
balance sheet rather than the balance sheet of the holding 
company, and a delicate appreciation is needed of the 
various financial problems involved. When the holding 
company is not the complete owner but nevertheless has a 
controlling interest in all the subsidiaries, the method of the 
consolidated balance sheet is usually the better way of 
showing its financial condition. Where the holding company, 
however, holds only minority interests, it is oftentimes 
open to question as to whether the consolidated bal- 
ance sheet gives a true presentation of the facts of finan- 
cial condition, especially in view of the fact that the holding 
company cannot always control the policies of its subsidiaries. 


The Setting Up of the Consolidated Balance Sheet 

With this explanation of purpose and function of the 
consolidated balance sheet, it is purposed now to draw at- 
tention to some of the problems met in drawing up such 
astatement. The first essential condition to facilitate the 
consolidation of the balance sheets of the various subsidiaries 
with that of the holding company is that standardized 
methods of accounting resulting in a similar classification 
of accounts and presentation of results be used by all the 
subsidiaries. The consolidated statement is then merely 
a combination of the values of similar items in all the balance 
sheets to determine the valuation at which the consolidated 
items shall appear. 

On the balance sheets of the various companies certain 
accounts will appear which represent intercompany rela- 
tionships. Thus, on that of the holding company appear the 
securities which are represented on the statements of the 
subsidiaries by their net assets. In other words, the secu- 
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rities of the holding company are assets represented by the 
proprietorship items of the various subsidiaries. Sometimes 
on the consolidated balance sheet both items are shown. 
This results, of course, in an almost exact duplication of 
items inasmuch as the holding company’s securities are a 
statement of the net asset values of the subsidiaries. The 
better method of presentation, however, seems to be the 
elimination of the securities of the holding company against 
the proprietorship items of the subsidiaries. It may fre- 
quently happen that the values of these two items to be 
eliminated are not the same. This will always be the case 
if the holding company values its securities either above or 
below the par of the capital stocks of the subsidiaries, plus 
any surplus belonging to the subsidiary at date of purchase 
by the holding company. 

It is to be presumed that the values at which the securi- 
ties are held on the books of the holding company represent 
the latter’s estimate of the value of its interests in the various 
subsidiaries. If this value is more than the net worth of 
the subsidiary as shown by its capital stock outstanding and 
surplus at the time of purchase by the holding company, 
the difference between the value at which the securities 
are carried by the holding company and the net worth of 
the subsidiary must represent the value placed by the 
holding company on the good-will of the subsidiary. This 
good-will does not appear, of course, on the books of the 
subsidiary. Hence, in consolidating the balance sheet of 
the subsidiary with that of the holding company, it is 
necessary to set up the asset good-will and thus increase 
the net worth of the subsidiary to the point where it can 
be exactly canceled against the value of the securities on the 
balance sheet of the holding company. If, however, the 
value of the securities on the holding company’s books is 
less than the net worth of the subsidiary, that condition 
indicates that in the opinion of the holding company the 
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assets of the subsidiary as carried on the subsidiary’s books 
are overvalued. In this case it becomes necessary, upon 
consolidation, to set up a depreciation reserve under suitable 
title. 

The effect of this, so far as the eliminations on the con- 
solidated balance sheet are concerned, is merely to set up 
under the title Depreciation Reserve the portion of the sub- 
sidiary’s capital stock—or capital stock and surplus—not 
~ canceled by the amount at which the holding company 
carries on its books the value of its interest in the subsidiary. 
Instead of carrying this difference in values under the title 
Depreciation Reserve, it is sometimes shown as Capital 
Surplus. This is merely another way of saying. that the 
portion of the subsidiary’s capital stock not canceled by the 
holding company’s investment in the subsidiary is simply 
carried on the consolidated balance sheet under another 
name. Another method of handling this uncanceled amount 
is to carry it into the consolidated balance sheet as a credit 
to Good-Will account, and so secure a reduction in the value 
at which this intangible asset is shown in the balance sheet 
of the allied companies. This may sometimes result in 
reducing the value of good-will to a negligible figure, or in 
writing it off the books entirely, or even in showing it with 
a credit balance. There is little to choose between the 
methods; the author prefers the use of the depreciation 
reserve. The balance sheets of all of the subsidiaries are 
in this way consolidated with the balance sheet of the holding 
company. 

On the consolidated balance sheet as at the date of the 
purchase of the various subsidiaries, there will not therefore 
be shown any item of surplus, inasmuch as the items of 
surplus on the balance ‘sheets of the various subsidiaries 
have been eliminated together with their capital stock items 
against the securities on the balance sheet of the holding 
company. This is as it should be. Surplus account prop- 
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erly used should represent only profits reserved from opera- 
tion. The holding company cannot, therefore, previous 
to its operation, show any item of surplus even though the 
subsidiary companies have accumulated profits which they, 
of course, are entirely right in showing under the title 
Surplus. 

A distinction must be made here between what is termed 
‘contributed’? surplus and ‘“‘operating’’ surplus. Any 
corporation, the holding company included, may at the — 
time of its organization have some portion of its capital 
represented by contributed or capital surplus. It has been 
pointed out that this may arise either through subscription 
to its stock at a premium, or by a later donation of stock by 
its stockholders which, when sold, may be recorded as 
working capital surplus or contributed surplus. It is not 
possible, however, for any corporation, previous to its opera- 
tion, to show as a balance sheet item an operating surplus 
from which it might be possible to declare dividends. 


Showing of Intercompany Accounts 

At the time of consolidation, intercompany accounts of 
various sorts will also appear. The holding company may 
have made advances of cash to some of the subsidiaries. 
These will be shown on the books of the holding company 
as open account claims against the subsidiaries, while on 
the books of the subsidiaries they appear as increases among 
the assets—usually cash or other current items—offset by 
open liability claims in favor of the holding company. ‘The 
account receivable on the holding company’s books should 
be eliminated against the account payable on the books of 
the subsidiary. Similarly, there may be numerous inter- 
subsidiary accounts which may be eliminated, the ones 
against the others. The need for a very careful classifica- 
tion of accounts receivable in order to separate the claims 
against trade debtors from those against allied companies 
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should be emphasized when it is desirable to consolidate 
balance sheets on which these various classes of accounts 
receivable appear. 


Showing of Notes Discounted 

One kind of intercompany item needs further considera- 
tion. A corporation may, as the holder of the notes of an 
allied company, have had those notes discounted. On the 
maker’s books the notes appear as a liability. On the 
holder’s books, after discount, the notes will be shown as a 
contingent asset offset by a contingent liability of equal 
amount. Upon consolidation of all the balance sheets, 
neither the contingent asset nor liability will appear, being 
canceled against each other, but the full liability as maker 
of the notes must be shown; for now that the notes have 
passed into possession of an outsider, the bank, the liability 
is no longer an intercompany liability but one for which the 
consolidated interests are fully lable. 


Reconcilement of Current Accounts 

Previous to the consolidation of the balance sheets, it 
is possible that some of the intercompany accounts may 
need reconciliation just as any other current accounts. For 
instance, Company A may have shipped goods to Company 
B and have charged B’s account, but A’s account on B’s rec- 
ords may not yet have been credited because the goods have 
not yet been received. Allitemsin transit will require recon- 
ciliation. These are all intercompany transactions which 
will be eliminated upon consolidation; but to make exact 
cancellation possible, the intercompany current accounts 
on the books of the various companies must be reconciled. 


Valuation of Inventory 


The problem of the valuation of the stock-in-trade 
inventory on the consolidated balance sheet is perhaps the 
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most troublesome. The situation with regard to inventories 
of stock-in-trade is often complicated by the fact that the 
same raw material or partly finished material may pass 
through the hands of several companies each doing certain 
processes upon it. The process of manufacture may not 
be completed until the goods are turned over ultimately 
to the holding company for sale and final distribution to the 
consumer. This—or other possible variations of the proce- 
dure—is usually the situation so.far as stock-in-trade is 
concerned. Inasmuch as the various subsidiaries are inde- 
pendent corporate organizations, the price at which they 
transfer their product to the allied subsidiaries is not cost 
price but a sale price determined, perhaps not by market 
conditions, but rather by some fixed policy set by the hold- 
ing company; although it frequently happens that market 
price is the price at which the partially completed product 
is turned over to allied subsidiaries. However determined, 
the price includes an element of profit which from the stand- 
point of the holding company is not a realized profit until 
the goods are finally disposed of to the outside consumer. 
Were the manufacture carried out by a single corporate 
organization, the product, as it passed through its various 
stages of manufacture, would be charged into each succeed- 
ing stage at the costs accumulated during preceding stages, 
and the element of profit would not need to be considered 
until theproduct was ultimately sold by the holding company. 

Thus, the valuation at which the inventory of stock-in- 
trade is carried on the books of the various subsidiaries is 
often inflated by the profit in each case, so that by the time 
the product reaches the holding company it may carry a 
very large element of unrealized profit. While from the 
standpoint of each subsidiary company the act of transfer 
has been legally a sale and therefore the seller is entitled 
to a profit on the sale, without which there would be no 
element of profit appearing in the operations cf each sub- 
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sidiary company at any time, from the standpoint of the 
holding company such transactions are in no sense sales, 
but are simple transfers from one process or stage of manu- 
facture to another. 

In order to show the true condition as to the value of 
the inventory of stock-in-trade on the consolidated bal- 
ance sheet, it becomes necessary to eliminate these inter- 
company items of profit loaded onto the goods at the 
time of transfer between companies. The figure at which 
the value of the consolidated inventories will appear in the 
consolidated balance sheet should represent the actual cost 
figure, as if the entire process of manufacture were carried 
on under one corporate organization. The corresponding 
offset to this reduction in value of the consolidated inven- 
tories will appear as a reduction in the surplus as shown on 
the consolidated balance sheet. 

This principle of inventory valuation should always be 
applied to the full in the case where the holding company 
is the complete owner of all its subsidiaries. It cannot, 
however, be too rigorously lived up to under conditions 
where the holding company may not have absolute control 
over the policies of the subsidiary companies. It may some- 
times even be modified by the fact that the product as turned 
over by one company to another is in such stage of comple- 
tion that there is a ready market for it outside that of the 
allied subsidiaries. The accountant is, however, treading 
on somewhat uncertain ground when he attempts to in- 
corporate any element of profit in the consolidated inven- 
tory. Conservative management as adopted by some of 
our largest corporations eliminates all elements of profit, 
and that should be the standard practice. Only under un- 
usual circumstances and after a very careful consideration 
of all the conditions should the consolidated inventory be 
carried at any other valuation than that of full manufactur- 
ing cost. 
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Reserve for Intercompany Profits 

In eliminating intercompany profits from the valuation 
of the inventory, use is sometimes made of a Reserve for 
Intercompany Profits account. The reserve is created by 
a charge against Surplus. The inflated valuation of the in- 
ventory is allowed to stand but it is offset by this reserve 
in sufficient amount to reduce its value to a cost basis. 


Valuation of Inventory—Minority Interests 

An interesting problem arises in handling the consolidated 
inventories and other similar items when there are minority 
interests to be taken into account. To write down the 
inventory to a cost basis for the consolidated companies 
involves a valuation below cost for the subsidiary companies 
which purchased the commodities from their allied com- 
panies. This is hardly equitable to the minority interests 
in those companies, for they are concerned not with what is 
the proper basis for valuation on the consolidated balance 
sheet but rather on their own balance sheet. Their com- 
pany as a distinct legal organization has the right to show 
all the profits arising out of a valuation of its inventory on 
its own purchase-cost basis. Recognizing this right, some 
accountants advocate carrying the portion of the inventory 
represented by the ratio of the minority interests to the 
whole interests, at the cost price to the subsidiary and writ- 
ing down the rest of it to a true cost basis for the consolidated 
companies. The effect of this is to leave undisturbed the 
portion of the subsidiary’s surplus belonging to, or, more 
strictly, representing the minority interests. Such a method 
results in the valuation of the inventory on two different 
bases for the consolidated balance sheet—a practice which 
is objectionable. The more conservative policy is to write 
down the whole inventory to a consolidated cost basis, 
charging the amount written off against the consolidated 
company’s surplus. This will leave the minority interest 
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surplus unaffected by the changed basis of valuation 
—a desirable thing from the standpoint of equity to the 
minority. 


Valuation of Liabilities 

So far as the liabilities of the corporation are concerned, 
the values at which these will be carried on the consolidated 
balance sheet will be the combined values of all the liabili- 
ties of the subsidiaries, aside from the intercompany accounts 
payable and other similar items which have been canceled 
against the accounts receivable of the subsidiaries and 
holding company. 


Showing of Capital Stock 

The showing of the capital stock item on the consoli- 
dated balance sheet will depend somewhat on the degree of 
ownership of the holding company. If the ownership is 
partial, in addition to the capital stock of the holding com- - 
pany a statement must appear of the consolidated minority 
interests of the various subsidiaries. This should, of course, 
be shown separately from the capital stock of the holding 
company. This becomes necessary because of the fact that 
items which do not belong in full to the holding company 
have been incorporated with the assets on the consolidated 
balance sheet. It is seldom if ever feasible to attempt a 
separation of the various asset items on the basis of the 
degree of ownership of the holding company; hence, the 
only offset to the inclusion of asset values not belonging to 
the holding company is by showing the outside interest in 
those assets by means of the minority holdings of capital 
stock, 


Showing of Surplus 
The other element of net worth, i.e., the surplus, will also 
bave to be adjusted in order to give the best showing of the 


612 ACCOUNTING—THEORY AND PRACTICE 


interest of the various parties therein. This is, of course, 
the operating surplus referred to above. The portion of the 
surplus belonging to the’ holding company as indicated by 
its proportion of ownership in the allied companies will be 
shown separately from the portion of surplus belonging to 
the minority interests. Sometimes when this is relatively 
insignificant it is shown as a liability rather than as an item 
of net worth, on the ground that the minority has a claim 
on that surplus and will very probably, in the near future, 
receive it by way of dividends. It would seem to be, how- 
ever, a truer index of the exact status of affairs at the time 
of the consolidation, to show the item separately as a portion 
of surplus in the net worth section of the balance sheet. 


Showing of Deficit 

When it becomes necessary to incorporate a deficit 
rather than a surplus, conservative practice usually demands 
that the entire deficit be shown as belonging to the holding 
company rather than merely its proportionate share as in- 
dicated by its share of ownership in the subsidiary. This 
is advisable because an initial deficit is often an indication 
of the inability of the company to be operated profitably, 
in which case the holding company may have to stand 
practically the entire deficit. 


Showing of Profit and Loss Summary 


The consolidated balance sheet should be supported by 
a consolidated profit and loss summary. Just as with the 
balance sheet, a distinction is made between the profit and 
loss statement of the holding company and the consolidated 
profit and loss statement in which are brought together the 
summaries of all of the allied companies. If the holding 
company is primarily a financing company, its chief source 
of earnings will be from dividends on the stocks of the sub- 
sidiary companies held by it. The profit and loss summary 


THE CONSOLIDATED BALANCE SHEET 613 


of the holding company may be a true reflection of its earning 
condition for the current year if proper provision has been 
made for the losses of the subsidiary companies which have 
been operated unprofitably. The information which the 
holding company’s profit and loss summary gives, however, 
is not adequate or sufficient on which to base an intelligent 
judgment as to whether it is a correct statement of current 
operations. Much the same difficulties are met in connec- 
tion with it as in connection with the balance sheet of the 
holding company referred to above. For instance, if, during 
a given period, some of the subsidiary companies were oper- 
ated at a loss or on a narrow margin of profit but dividends 
were declared out of surplus earnings accumulated from 
other periods, there would be no indication on the profit and 
loss summary of the holding company as to the actual con- 
ditions under which the earnings of the holding company 
had been secured. In other words, there would appear on 
the profit and loss summary of the holding company as 
earnings for the current period items representing accumu- 
lated earnings from previous periods. 

Thus, the profit and loss summary of the holding com- 
pany would not give a true reflection of the earnings for the 
current period, and furthermore would give no information 
whereby it would be possible for an interested party to form 
any judgment as to the current operations of the holding 
company and its subsidiaries. Inasmuch as the holding 
company usually owns a majority interest in all the sub- 
sidiaries and therefore can dictate their policies, the man- 
agement of the holding company is always in possession of 
the true status of affairs, but the stockholder or other in- 
terested party can form no judgment whatever as to the 
actual condition. On the profit and loss statement of the 
holding company there will be no data as to gross earnings, 
operating expenses, fixed charges, or miscellaneous income 
and expense items reflecting the operating conditions of the 
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various subsidiaries. Furthermore, if a subsidiary company 
has been operating at a loss and has declared no dividend, 
the absence of that item of earnings from the profit and loss 
summary of the holding company would not be necessarily 
a proper reflection of the condition of the subsidiary on the 
holding company’s summary. It might be necessary, in or- 
der properly to show the true condition of affairs, to make 
provision by way of a reserve for the loss of the subsidiary. 

Again, it becomes very easy, if control of the holding 
company isin the hands of an unscrupulous clique, to under- 
state the profits of the holding company by refusal to declare 
such a dividend on the part of each subsidiary as will reflect 
the true earnings of the subsidiary for the current period. 
Such a policy may be used for the purpose of manipulating 
the stocks of the various companies. 


The Consolidated Profit and Loss Summary 

For these reasons and others of the same kind as those 
mentioned in connection with the balance sheet of the hold- 
ing company, it is best, in order to give an intelligent show- 
ing of condition, to set up a consolidated profit and loss 
account. The comment made on the consolidated balance 
sheet is here pertinent also. It is not a profit and loss 
account of the holding company for it includes also items 
representing other interests. In some respects it is an 
unwieldy instrument, but it seems to be the best way in 
which to show the actual condition of the holding company’s 
operations. On the consolidated profit and loss summary 
the earnings from dividends which appear as the chief source 
of the holding company’s earnings on its profit and loss 
summary will be eliminated and in their stead will appear 
the combined earnings of the allied companies. This 
might seem to be an inflation of earnings inasmuch as the 
goods which were sold by one company and are recorded by 
it as earnings will be resold by another company on whose 
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books they will appear also as earnings. The sale of the 
same goods may thus appear as earnings in many of the 
subsidiaries. However, such a showing of combined results 
does provide a true basis on which to judge earnings in 
comparison with the values invested by the various com- 
panies from the use of which values the earnings have been 
derived. Similarly, on the consolidated profit and loss 
statement will appear all the operating expenses and other 
items belonging to the individual profit and loss summaries 
of the subsidiaries. As it is necessary on the consolidated 
balance sheet to make some adjustments in the surplus 
on account of the unrealized elements of profits in the values 
at which the combined inventories were taken over, so this 
same adjustment will perhaps be best handled as an appro- 
priation of profits in the last section of the consolidated 
profit and loss summary. 

If the holding company owns all of the stock of the sub- 
sidiaries, a true proflt and loss summary with no inflated 
values should be drawn up. In this there will appear only 
the sales to outside consumers; no intercompany sales should 
be shown. The cost of goods sold will be determined on the 
same basis, viz., the basis of cost from the standpoint of 
the consolidated companies as a unit organization, all inter- 
company profits being eliminated. All the expenses of the 
subsidiaries are loaded onto, and therefore absorbed in, 
the cost of the goods sold by the holding company. Usually 
only the holding company’s expenses—selling, general ad- 
ministrative, etc.—will appear as such on the consolidated 
profit and loss summary. Where, however, there are minor- 
ity interests to be taken into account, the method of combin- 
ing all the elements is doubtless the most satisfactory. 


Illustration of Consolidated Balance Sheet 


Problem. Company X, the holding company, owns all 
of the capital stock of Company Z and 60% of the stock of 
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Company Y. Company X is chiefly the financing company, 
Company Y is the selling company, while Company Z manu- 
factures the commodities and turns them over to Company 
Y at a price slightly under the market. The following 
balance sheets of the several companies show their condt- 
tion at the close of the fiscal period. Company Z records 
show that the cost of the merchandise carried on the balance 
sheet of Company Y at $75,000 is $60,000. It is required 
to draw up a consolidated balance sheet of the affiliated 
companies. 


COMPANY X—BALANCE SHEET 


Cashs eg: a cere $ 50,000.00 | Notes Payable....... $ 100,000.00 
Notes Receivable Y.. TOOLOOO1O0n | SONGS hae apie ne nte 500,000.00 
Advances to Z....... 250,000.00 | Capital Stock....... 1,000,000.00 
SLOCKVES Diode ie. eehac ROOD || SWEDES oo eda adn ooc 250,000.00 
SOOM Aesoca.o eels olen 550,000.00 
Patents.s auescneeneree 500,000.00 
Other Property <. 4... 100,000.00 

$1,850,000.00 $1,850,000.00 


COMPANY Y—BALANCE SHEET 


(Casha btn comet err: $ 25,000.00 | Notes Payable X. ..... $100,000.00 
Accounts Receivable... 125,000.00 | Accounts Payable..... 25,000.00 
INGHES INCOSE coocn5  MOOKOCOLOD |] oral. ob cp ones oe 75,000.00 
Notes Receivable Z.... 50,000.00 | Capital Stock......... 500,000.00 
Z (open account)...... 50,000,00)|hoUtplush eaniaeenn eters 25,000.00 
IMierchandiceenes ier 75,000.00 
Plante cates. snare ts 300,000.00 

$725,000.00 $725,000.00 


CoMPANY Z—BALANCE SHEET 


Cash nat emai ne $ 40,000.00 | Company X (open ac- 

Accounts Receivable... 180,000.00 COUNt) Gee $250,000.00 

Notes Receivable...... 230,000.00 | Notes Payable Y...... 50,000.00 

Merchandise.......... 150,000.00 | Company Y (open ac- 

Plant ae oe 350,000.00 COUNT) eces ne ee 50,000.00 
(Capital Stocies eee 450,000.00 
SUGGS Gy ao noo ns san: 150,000.00 


$950,000.00 $950,000.06 
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COMPANY X AND ITS SUBSIDIARIES 


CONSOLIDATED BALANCE SHEET 


Assets Liabilities and Capital 
(CASH Rae eh ey crane $ 115,000.00 | Notes Payable....... $ 100,000.00 
Notes Receivable. . 330,000.00 | Accounts Payable.... 25,000.00 
Accounts Receivable. . 205,000.00) BOmcScrmie i nearer 575,000.00 
Merchandise........ 210,000.00 WA, a= SS ae 
Other Beanery hs 100,000.00 | _ Total Liabilities.  $ 700,000.00 
Plant. ee 650,000.00 Capital Stock of Co.X 1,000.000.00 
Patents: sco. .0eee 500,000.00 | Capital Stock of Sub- 
Good= Willen 100,000.00 sidiaries not owned 
Dy) SOs Ae eon ce 200,000.00 
Surplus of Affiliated 
Companies. . 400,000.00 
Surplus of Minority 
Imterestsiaae am ae cas 10,000.00 
$2,3 10,000.00 $2,310,000.00 


Comments on Problem. There is little in the solution 
to which attention need be directed. In the handling of 
the capital stock items, it will be noted that only $300,000 
of Company Y’s stock is eliminated, the remainder of 
$200,000 being shown on the consolidated balance sheet as 
a minority interest. In eliminating Company Z’s capital 
stock, it becomes necessary to bring a good-will item of 
$100,000 onto the consolidated balance sheet. This is 
shown on the working sheet by means of the three ‘‘f”’ 
items in the ‘“‘Elimination’”’ column. On the consolidated 
balance sheet it will be noted that the minority interest in 
Surplus (40% of $25,000, Y’s surplus) is not shown affected 
by the reduction of Y’s inventory to a cost basis. The 
solution assumes that all the surplus items on the balance 
sheets of the various companies represent operating surplus 
accumulated since the purchase of the subsidiaries by the 
holding company. 

This problem calls attention to some of the questions 
encountered in handling the consolidated balance sheet, al- 
though in practice much more complicated situations arise. 
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All that can be hoped for here is to impress upon the student 
some fundamental principles to be observed and to point 
out some of the methods used in order best to express the 
relations of the various interests in the business. The idea 
of the consolidated balance sheet is simple in concept but 
usually difficult of full realization. 


GHIA PEE Reeway, 


ACCOUNTS AND REPORTS OF RECEIVERS AND 
TRUSTEES 


Appointment of Assignee or Receiver 

A condition of bankruptcy does not necessarily exist 
in order to secure the appointment of an officer of the court 
or a representative of a business for the purpose of taking 
possession and disposing of the property and applying the 
proceeds to the liquidation of some or all of the debts. The 
titles given to the various capacities of the representative 
of the business or the court are assignee, receiver, and 
trustee. An assignee is a party to whom the owner of a 
business makes a general assignment of his business, usually 
for the benefit of his creditors. The owner is usually bank- 
rupt or verging on bankruptcy at such a time. The as- 
signee becomes a representative of the owner, appointed 
by him, and to that extent the owner is able to regulate the 
distribution of his estate. As a usual thing the creditors 
must consent to the appointment of the assignee if the estate 
is to be liquidated and distributed under his control. If 
such consent is not given or if the appointment of the 
assignee and his conduct of the liquidation prove unsatis- 
factory, “it is) )possible “forscertain, creditors Vio." orig 
bankruptcy proceedings against the owner and secure the 
settlement of the estate under bankruptcy procedure. It is 
usually held, however, that no creditor who has given 
active approval of the liquidation under assignment can 
become a party to an application in bankruptcy. The 
procedure of the assignee in winding up the affairs of the 
owner does not differ in any essential respect, so far as the 
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accounting is concerned, from that of the receiver or trustee. 
The accounting features, therefore, will be treated under 
the later heads of ‘‘Receiver”’ and ‘‘ Trustee.” 

If everything is satisfactory to both parties, a complete 
settlement of the estate will be effected by the assignee and 
the affairs of the owner will thus be wound up. In case of 
dissatisfaction, or in the absence of a general assignment in 
favor of creditors, proceedings in bankruptcy may be brought 
against the owner. As was pointed out in Chapter XXVIII, 
a receiver as an agent of the court may act in two capacities, 
he may be either a receiver in bankruptcy or a receiver in 
equity. 

The receiver in bankruptcy takes possession of all the 
property of the bankrupt with the expectation of its ultimate 
disposal and the application of the amounts realized there- 
from to the liquidation of the debts of the bankrupt. The 
receiver in equity, however, usually comes into possession 
of only a part of the property, which he is to use in whatever 
way seems best for the liquidation of the more pressing 
current claims of creditors. In this latter case a condition 
of insolvency cannot be said to exist because usually the 
assets exceed the liabilities. Simply because the manage- 
ment has allowed the current assets to become tied up in a 
more or less unrealizable form which is inapplicable to 
payment of liabilities, the business finds itself in difficulty. 
It becomes necessary temporarily to turn the property over 
to a representative of the owner and his creditors in order 
to satisfy their claims and at the same time to preserve the 
property from needless dissipation until such time as a 
satisfactory settlement with creditors can be made and 
the business placed on a sound footing once again. In case, 
however, a condition of insolvency exists, 1.e., a condition 
in which the liabilities exceed the assets, a receiver in bank- 
ruptcy may be appointed by the court upon application of 
the creditors or at the request of the owner, 


622 ACCOUNTING—THEORY AND PRACTICE 


Appointment of Trustee 

If the owner makes a voluntary application for settle- 
ment in bankruptcy there is usually no need to appoint 
areceiver. The creditors may come together almost imme- 
diately and elect a trustee who takes charge of the property 
and applies it to settlement with the creditors. If the bank- 
ruptcy is involuntary, it is frequently necessary for the 
court to appoint a receiver to whom the property of 
the proposed bankrupt is turned over for safe-keeping until 
the exact status of the owner can be determined and a trustee 
appointed. The primary duty of the receiver and the 
purpose of his appointment is to prevent the dissipation of 
the owner’s property and to maintain its integrity, thus 
insuring its full application to the claims of creditors. Hence, 
whether the procedure is one in voluntary or in involuntary 
bankruptcy, the receiver may be appointed if the court 
deems that the conditions so warrant. A receiver will 
almost always be appointed in case any of the properties 
of the proposed bankrupt are of a perishable nature and 
must be disposed of immediately to secure any return from 
them. In the absence of a receiver, sometimes the marshal 
in bankruptcy is called upon to take possession of the 
property and preserve it. 

The receiver holds the property until the first meeting 
of the creditors which must be called by the court within 
30 days after the owner has been adjudged a bankrupt by 
the court. Creditors are entitled to 10 days’ notice of the 
meeting in order to make their plans to attend. The chief 
business of this first meeting of creditors is the appointment 
of a trustee who takes over the property from the receiver 
in case one has been appointed, or from the bankrupt in the 
absence of the intermediary receiver. It is the duty of the 
trustee to take charge of the entire property, to turn it into 
cash as quickly and advantageously as possible, and to 
apply the proceeds to the liquidation of all claims against it. 
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It is purposed now to discuss some of the accounting 
phases of the receiver’s and trustee’s activities and to pre- 
sent also some more or less academic theories with regard 
to such accounting, 


Accounts and Reports of a Receiver in Equity 

When a receiver in equity is appointed by the court, 
he is entrusted with property for a specific purpose and 
must render a full accounting of his stewardship. It be- 
comes necessary, therefore, for him to keep full record of all 
his activities. In simple situations where his activities 
are not complex, the keeping of a record of cash receipts 
and disbursements is sometimes deemed all that is required. 
Usually, however, it is much better for the receiver to keep 
a complete set of books showing the detail of his operation 
of the business, thus enabling him to furnish any desired 
information. The receiver generally acts under the some- 
what specific orders of the court and must be careful to 
follow out those instructions in all matters. The opening 
up of the accounts of the receiver will depend somewhat 
on the court’s order specifying the property to be taken 
over. 

It frequently happens that only a portion of the prop- 
erty passes into the possession and control of the receiver. 
As a usual thing he does not take onto his records the 
liabilities of the corporation incurred prior to his appoint- 
ment, although he may be ordered by the court to pay 
those liabilities or some portion of them. His books will 
show, however, the liabilities incurred by him in his conduct 
of the business. Sometimes this requires a nice distinction 
and care must be exercised in making it—as in the case 
of goods ordered prior to the appointment of the receiver 
but not received untilafter his appointment. At the time the 
receiver takes over the properties, an account is opened with 
him on the books of the corporation, in which he is charged 
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with all properties turned over to him and credited with all 
valuation reserves applicable to those properties. But, as 
stated above, no credit for liabilities is entered. The off- 
setting entries to the receiver’s account are credits and 
debits respectively to the accounts of the assets taken over 
and the valuation reserve accounts. On the books of the 
receiver these entries are reversed, i.e., the various asset 
accounts will be charged and their valuation reserves credited 
and a credit will be made to the corporation in receivership 
for the net values taken over. In case he is required by the 
order of the court to pay any of the prior liabilities of the 
corporation, the entry for such becomes a debit to an account 
called Debts Paid for the Corporation, or other similar title, 
and a crédit to his cash. 

In keeping account of the regular operations of the re- 
ceiver, nothing new in principle is met. The receiver must 
at all times be careful to keep distinct all payments on his own 
account from those for the corporation. Similarly, he must 
keep separate the expenses which are incurred by him and 
those which belong to the corporation but which he pays. 
It is held, for instance, that the interest charges on the 
corporation’s obligations are not an operating expense of 
the receiver although he may be ordered by the court to pay 
them. Some of his duties will more than likely be to 
realize partly or fully on some of the assets turned over to 
him, in addition to the regular trading assets with which he 
conducts most of the business. These are accounted for 
on his books just as they would be on the books of the cor- 
poration. Ina similar way any habilities liquidated, record 
of which appears on his books, will be shown canceled in the 
usual way. As mentioned above, care must be exercised 
to keep his liabilities separate from those of the corporation. 
In the payment of liabilities the question of priority often 
arises. He must be careful in passing on their priority and 
he may have to secure the instructions of the court before 
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settling the matter. This will be true particularly with 
regard to receiver’s certificates, the court usually deter- 
mining at the time of their issue their relative priority as 
compared with the other liabilities. On the books of the 
receiver certain expenses will appear which are peculiar to 
the receivership. These include such items as lawyers’ and 
accountants’ fees, bonding company costs, etc., and are, of 
course, to be treated as his expenses. He should close his 
books periodically, and so far as possible the period of 
closing should correspond with the regular fiscal period of 
the corporation for the sake of preserving the continuity 
of the records for purposes of comparison. 


Reports to the Court 

The receiver must make periodic reports to the court— 
the first report to be made shortly after the assumption of 
his duties. Init he presents schedules or inventories of the 
properties taken over. If some of these are mortgaged or 
have other liens on them, the facts should be indicated. 
At the same time schedules of the corporation’s creditors 
should be drawn up, grouped under the heads of preferential, 
secured, unsecured, and contingent. In the preferential 
group appear those claims against the corporation which 
are given preference by law, such as taxes due the state, 
wages due workmen, mechanics’ liens, etc. In the secured 
group appear the claims of creditors who hold property as 
partial or full security for their claims. In the unsecured 
group appear all claims not secured; while in the contingent 
group appear the usual items of contingent liability such as 
were discussed in Chapter XIX. 

Subsequent reports will be made to the court at its will 
or at least once yearly. No standardized form is followed in 
the submission of these reports, the attorney’s wishes usually 
governing. The report is designed for the purpose of appris- 
ing the court of the progress of the receiver’s administration 
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and should cover such items as the assets realized during 
the period since the last report, the liabilities liquidated, and 
the results of the operation of the properties held by the 
receiver. A convenient form for the showing of this report 
is that known as the ‘‘charge and discharge” form. Under 
it the receiver is shown charged with certain items of prop- 
erty and income received, and discharged with liabilities 
paid and other similar items. Whatever variations from 
this form are needed to meet particular conditions, these 
should be incorporated. The report may follow somewhat 
the order of the items shown below. 
“The receiver charges himself with: 


1. The assets at the date of the receivership (or at the 
date of the last report), exclusive of permanent 
or fixed assets. 

2. Additions to such assets since discovered. 

Increments upon realization of such assets. 

4. Amounts realized from the sale of permanent or 
fixed assets. ; 

5. Amounts realized from the sale of receiver’s certi- 
ficates. 

6. Increases in the amount of receiver’s liabilities. 

7. Gross income from the operation of the property. 


eS 


‘“The receiver credits himself with: 


1. Preferred or other liabilities of the company paid. 
2. Decreases in the assets stated as taken over at the 
date of the receivership. 


3. Losses on realization of such assets. 

4. Expenditures on permanent or fixed assets. 

5. Receiver’s certificates repaid. 

6. Decreases in the amount of receiver’s liabilities. 
7. Interest charges paid. 

8. Expenses of operation of the property. 
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9. Receivership expenses. 
10, The assets at the close of the period covered by the 
report, exclusive of permanent or fixed assets.’’* 


This report may well be supported by a comparative 
balance sheet showing the condition at the time of the 
previous report and now. A profit and loss account to 
show the operations of the receiver is also helpful. A sum- 
mary of all cash transacticns may be included. 

In a final report to the court a summary should be 
presented of all the operations since the beginning of 
the receiver’s control. This will, of course, show whatever 
property is turned back to the corporation. Upon the close 
of the receivership the receiver’s books may be closed up by 
crediting the accounts of the various assets which are turned 
back to the corporation, charging the corporation’s account 
which was originally set up at the time the property was 
taken over by the receiver and through which adjustments 
of the values of the assets have been made at the time of 
sale or otherwise. An important thing to keep in mind in 
connection with all accounts and reports of the receiver is the 
necessity for making full and adequate explanations of all 
entries, giving the authority for them and their source. 


ACCOUNTS AND REPORTS IN BANKRUPTCY PROCEEDINGS 


Initial Statements Presented to the Court 


In the case of a voluntary bankrupt, as was stated in 
Chapter XXVIII, at the time of the petition to the court a 
schedule must be presented of all the property owned by the 
bankrupt and a list of his creditors giving the address, if 
known, the amount of the claim, the consideration, and the 
security held, iffany. If the bankrupt makes any claim for 

* From a paper by Herbert C. Freeman, entitled “Accounting for Receivership,” 


presented at the annual meeting of the American Institute of Accountants at Washington, 
DAC FArO TF. 
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exemption of any properties, that claim should be presented 
at this time. These schedules must follow the forms pre- 
scribed by the court. In the case of an involuntary bank- 
rupt, these various schedules will, of course, not be available 
at the time the petition is made, inasmuch as the condition 
of the proposed bankrupt is undetermined; the amounts of 
his assets and of his liabilities are unknown. It becomes 
necessary, therefore, to examine him in the presence of the 
court for the purpose of securing a statement of all property 
owned and of all claims against it. This information, as 
elicited by court examination, becomes the basis for the 
receiver’s and trustee’s records. If a receiver is appointed 
by the court and remains in possession of the property for 
any length of time, it will be necessary for him to present 
periodic reports to show the condition of the property at 
various times and a statement of his operations. The 
reports which he will make will be similar to those which 
a trustee would make had he been appointed immediately; 
therefore, the matter of reports and accounts for both the 
receiver and the trustee can be treated together. 


Reports and Accounts of Receiver or Trustee | 


The law provides that the trustee must keep regular 
accounts showing all amounts received and the sources 
from which received, and all amounts expended and on what 
account such expenditures were made. This would seem 
to imply merely the keeping of a record of the cash received 
and expended. The trustee, however, is looked upon both 
as the representative of the bankrupt, as custodian of his 
property, and as the representative of the creditors for the 
purpose o: liquidating their claims. Immediately upon 
assuming office he must make, or cause to be made, a com- 
plete inventory of all property coming into his possession. 
In valuing this inventory all real and personal property 
belonging to the bankrupt’s estate must be appraised by 
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three disinterested appraisers appointed by the court. The 
trustee must make a written report to the court of the condi- 
tion of the estate, as to the amount of money on hand and 
any other details demanded by the court, within the first 
month after his appointment, and bimonthly thereafter 
unless otherwise ordered by the court. His final report 
must be made 15 days before the final meeting of the 
creditors is called by the court. 

In disposing of the property of the bankrupt, provision 
is made that without court order the trustee cannot sell any 
of the property for less than 75% of the value at which it 
was appraised by the court’s appraisers. The right of set-off 
is allowed, i.e., if the bankrupt has a claim against any of 
his creditors, the amount of the claim is canceled dollar for 
dollar against the creditor’s claim and only the balance of the 
claim is to be prorated on the same basis as the other 
creditors. 

The trustee must keep a careful record of all properties 
disposed of by him and of all liabilities liquidated. What 
constitutes a careful record will depend largely on the 
circumstances in each case. Sometimes merely a record of 
cash received and disbursed will fulfill all requirements. 
In other cases it may be necessary to keep a full set of books 
in order properly to secure the information needed in the 
accounting to the court and the creditors. All reports 
made should be narrative in form rather than consisting 
only of formal schedules and accounts. A straightforward 
statement of all the activities of the trustee, supported by 
schedules in order to show summarized results, is the desider- 
atum. ‘ 


Liquidating Dividends 

Whenever the cash in the hands of the trustee is sufficient 
to pay the claims of preference creditors and a 5% dividend 
to the unsecured creditors, a dividend must be declared 
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The declaration of the dividend is placed in the hands of 
the referee in bankruptcy who is a direct representative 
of the court in most bankruptcy matters. The trustee must 
pay the dividend within 10 days afte its declaration by the 
referee who prepares and delivers to the trustee dividend 
sheets showing the dividend declared and the parties to 
whom payable. All dividend checks drawn by the trustee 
must be countersigned by the referee. 


Relative Standing of the Creditors 


In connection with the creditors of a receiver in equity 
a statement was made above of the various classes of creditors 
whose claims are to be satisfied. These consist of preference 
creditors, secured creditors, and unsecured creditors. The 
trustee in making his liquidating dividends will pay first 
those creditors who are given preference by law. Within 
the preference class the order of priority of claims is as 
follows: 


1. Taxes due the government, the state, or the munici- 
pality. 

2. The actual costs incurred by the trustee or receiver 
in the preservation of the estate subsequent to 
time of filing the petition in bankruptcy. 

3. The filing fees paid by creditors in the case of 
a petition in involuntary bankruptcy. 

4. The costs of administration by the trustee. 

5. The wages due workmen, clerks, servants, etc., 
earned within three months prior to the date 
of commencement of proceedings—not exceeding 
$300 to each claimant. 

6. Debts owing to any person who, by federal or state 
law, is entitled to priority. In the State of 
Pennsylvania claims on account of rent are 
frequently entitled to this kind of priority. 
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Creditors who are fully secured rest their claims against 
the security held by them and not against the trustee. Any 
surplus realized on the property held must be turned over 
to the trustee for the benefit of unsecured creditors. The 
general rule in the case of a lien is that the remedy against 
the property must be exhausted first before any creditor 
may share with the unsecured creditors. When all the 
property has been realized upon and all the cash which has 
come into the hands of the trustee has been disbursed in 
satisfaction of the claims of the various creditors, the trustee’s 
duties are at an end and his records may be closed up. 


Statement of Affairs 


While having no legal status in this country, the state- 
ment of affairs, as it is called, is used to serve certain purposes 
in connection with matters in insolvency proceedings. 
Under the English bankruptcy laws such a statement is 
required of every insolvent debtor. Its complementary 
schedule, known as the deficiency account, is also required. 
In this country the chief significance of these two forms 
of statement is found in the examinations set by the various 
state boards of certified public accountants. They may, 
however, serve some additional purposes, chief of which are 
the following: 


1. To show whether a receiver in equity should be 
appointed to manage the affairs of the business. 

2. To show whether the creditors should advance 
funds in order to allow the business to continue, 
and perhaps in this way be able to meet its 
debts in full. 

3. Toshow whether bankruptcy should be forced. 

4. It may prove a valuable method of showing the 
exact condition of affairs to an incoming partner 
or investor. 
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The statement of affairs presents lists of all assets at 
their book values and also at the values which they might 
fairly be expected to realize upon a forced sale. Against 
this showing of the assets, an analysis is set up of all the 
claims against the business by its outside creditors on the 
basis of the various classes of creditors referred to above, 
namely, preference creditors, fully secured creditors, partially 
secured creditors, and unsecured creditors. Such a 
statement gives information in such form that it can be 
used for the purposes enumerated above. There are two 
forms of presenting this information. In the one the lia- 
bilities are shown on the left-hand side and the assets on the 
right-hand side, as is the case with the English form of 
balance sheet. The reason sometimes given for this is 
either that it is analogous to the English form of balance 
sheet or that in such a case the liabilities may be expected 
to exceed the assets and are therefore of prime importance. 
In the other form the assets are shown on the left and the 
liabilities on the right, as in the usual form of balance sheet. 
This latter form is the one shown here. The statement of 
affairs thus ties together the values shown on the balance 
sheet as taken from the books, with a fair estimate of the 
values which may be realized, and so indicates the shrinkage 
in value expected by forced realization of the assets. 


Basis of Valuations in Statement of Affairs 


The basis for the estimate of valuations is the same as 
in the case of bankruptcy proceedings where appraisers 
are appointed to determine the value of properties. Here, 
however, the matter is not under court control and the best 
appraisal possible must be made by the parties concerned, 
although if proceedings have progressed to the point where 
the appraisers’ report is available, these values may be incor- 
porated. The order of marshalling the assets and liabilities 
in the statement is not standardized although it would 
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seem best to follow the customary balance sheet order for 
the assets, running perhaps from the most liquid to the 
fixed. With the liabilities, those entirely unsecured may be 
shown first, followed by the partly secured, the fully secured, 
and the preferred creditors. A comparison of the total 
values expected to be realized from the sale of the assets 
with the total of the unsecured creditors gives some indica- 
tion of the share which each creditor in the unsecured class 
may expect to receive. The student is referred to the type 
solution and form shown on pages 635-638. 


Deficiency Account 

It is customary to support the statement of affairs by a 
deficiency account, which bears somewhat the same relation 
to the statement of affairs that the profit and loss account 
does to the balance sheet, i.e., it is a statement of the ex- 
pected losses incurred upon realization of the assets and must 
prove against the losses or deficiency as shown by the state- 
ment of affairs. Sometimes on the asset side of the state- 
ment of affairs a third column is shown in which is indicated 
in detail the expected loss on realization for each asset. 
Where this is done the information which makes up the 
deficiency account is readily available. On the debit side 
of the deficiency account appears such items as losses on 
trading, shrinkages in value of the assets, and, if a partner- 
ship, withdrawals of capital. On the credit side appear 
the capital as shown by the books. The difference between 
the two sides is the amount of deficiency as shown by the 
statement of affairs. It may sometimes happen that the 
assets will realize more than enough to meet the claims of all 
creditors, leaving a remainder to be distributed among the 
owners. Where such is the case the deficiency account, 
instead of being technically described as such, is sometimes 
called an impairment of capital account—carrying, however, 
essentially the same information. The balance of the 
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account is on the opposite side and indicates the present 
capital as impaired by the losses incurred. The skeleton 
form on page 633 and that given below show the way in 
which the various items may be presented. 


DEFICIENCY ACCOUNT 


Detailed Shrinkage in Appreciation in Values as 
Values as per Statement per Statement of Af- 
Oh At alice. tata Nya ere Lek Shy See see beeps eS as 

et Impairment of Capi- Capitale arrays Wheto ics 

Sead bate Gaiden nt Surplus 


Net Deficiency; as “per 
Statement of Affairs... 


Illustration of Statement of Affairs and Deficiency Account 


Problem. The following balance sheet shows the condition 
cf the A B C Company as on December 31, 1918. 


A BC Company 
BALANCE SHEET, DECEMBER 31, 1918 


(GES ie Aaah ee 8 OIG RRA ee ae $ 3,000.00] Notes Payable.... $ 25,000.00 
Notes Receivable.......... 55,000.00] Accounts Payable. 310,000.00 
FA COS INGO) Een $255, 000 Accrued Expenses. 10,000.00 

Res. for Bad Debts 5,000 250,000.00! Bonds Payable... . 175,000.00 
Mierchandise-nenset onc see 77,000.00 Pea pm 
EVE Co. Slocien ea ie eb. 30,000.00 Total Liabilities $520,000.00 
Mach. & Equip... .$ 95,000 etieiees 

Pept. Res..ca.5. 25,000 —-70,000.00 ee 5 en Ses 
(Stull chinese eee ele $ 88,000 

Depp Res... 25. 13,000 75,000.00 
Gaderer cure cern ieee 110,000.00 
(Grorcye 1)" 61 VNB eae orc citerenonte 125,000.00 

$795,000.00 $795,000.00 


The company has had difficulty in meeting its current 
claims. Interest to the amount of $5,000 on its bonds is 
past due. On January 10, 1919, it would become liable for 
$30,000 on accommodation paper to that amount, because 
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of the bankruptcy of the makers. It is estimated that the 
creditors will receive 50% of their claims. At a meeting of 
its creditors, where this condition of affairs was disclos2d, it 
was decided to have a statement prepared to show the condi- 
tion of the company on a liquidating basis, any action 
respecting a petition in bankruptcy to be deferred until after 
receipt of such statement. An appraisal committee made the 
following report, to be used as the basis for the statement. 
In the cash are found I O U memos, not collectible, $500. 
The notes receivable, all estimated good, are pledged with 


Solution ABC 
STATEMENT OF AFFAIRS, 


Book x é Expected to : | 
Wate Assets Items Helis Shrinkages 
‘$e 35000,008 Cashtennc netier wespgecosadacangosor $ 2,500.00 $ 500.00 
250,000.00 Reco Receivable: 
Bieta tale inntaehehete gs op ttt $100,000.00 100,000.00 
Doubtiul<cworth SOVjer te 80,000.00 40,000.00 40,000.00 
Bad, mctniveratescteinaee ns $75,000.00 
Less Reserve........ 5,000.00 70,000.00 70,000.00 
$250,000.00 
30,000.00 |Claim Against Accommodated ey 
(Estimated to yield 50%) . - 15,000.00 15,000.00 
TdsO0O-OO5Merchandiseea nat aoe Site cee: 50,000.00 27,000.00 
(2,099,005 |IMachiner ya tate tet eee 20,000.00 50,000.00 || 
Securities Pledged with Creditors: | 
Partly Secured: | 
55,000.00 Notes Receivable (Deducted con- 
ATED) tec Soyd chee TORO $ 55,000.00 
Fully Secured: 
75,000.00 Bidriclin ssp eee eee ere eee $ 55,000.00 20,000.00 
II0,000.00 Wandul(aitemear cet) leaner een 125,000.00 *15,000.00 
Deducted contra.............] $180,000.00 
30,000.00 X Y Co. Stock (at market) 35,000.00 *5,000.00 
Deducted contra. 
' Excess over Claims: against. it. 10,000.00 
E25, 000:00) | GOOG= Will = ceterccinens one eke eee 125,000.00 
Total Unpledged Assets......:..... $ 
Less Preferential Creditors (see Beka 
CONTA) eitenskenerehs ie itol opens nee nOneRe te 5,000.00 
Net Free Assets for Unsecured Claims g e 
iC i ; . $232,500.00 
Deficiency (see Deficiency Account).. 52,500.00 
$825,000.00 $285,000.00 $327,500.00 


* Increments in value. 


A BC Co. will be able to pay, on the basis of the above showing, 81.6 
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creditors on open account to secure claims of $61,000. Of 
the accounts receivable, $100,000 are good, $80,000 doubtful, 
estimated at 50% of their value, and the remainder bad. 
The merchandise is estimated to bring in $50,000, the 
machinery $20,000, and the land $125,000. The land and 
buildings are expected to yield no surplus above the claims 
of bondholders. The X Y Co. stock is pledged with the 
holders of notes payable and should produce a surplus of 
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$10,000. 


COMPANY 


DECEMBER 31, I918 


The accrued expenses comprise taxes $1,500, 
unpaid pay-roll $3,500, and bond interest $5,000. 


Book Oey Dy Org BE} ted t 
Sr aes Liabilities Items meres 
Unsecured Creditors: 
$249,000.00 Accounts Payable cacteiecisfarccie erm even $310,000.00 
Less Partly, Secured). 0. crierrarrimntan saci 61,000.00 $249.000.00 
Partly Secured Creditors: 
61,000.00 NCGS MELO ho Goce homo ao 300000009 nec $61,000.00 
Less Notes Receivable Held as Security. . 55,000.00 6,000.00 
Bully Sreuned Creditor: 
25,060.00 GUS TENE Soo ose. sae Solo os dion DBO e $25,000.00 
x Y) Co. Stock) Held as\ Security... 22... ee aocice 
Excess of Security Carried contra........ $10,000.00 
175,000.00 Bonds Payable.............. $175,000.00 |————_—— 
5,000.00 Accrued Interest on Bonds.... 5,000.00 
at eS 0,000;00 
Land & Buildings Held as Security....... 180,000.00 
Contingent Liabilities: — 
30,000.00 Accommodation Notes... 050000 02 uscnees Ra ae 
Maker, now bankrupt, will pay 50% JO; 000: 
Preferential Creditors: 
T,500.00 URES Te ett de atey aa fede ahesiewe ac tusretetetaie she kite $1,500.00 
3,500.00 EVES Oran Gad hoo Bioiee eate Barrer Onin race 3,500.00 
Weductedicontralersteyeisie s sue slsreaksiessiey eis $5,000.00 
ARCACHON ILO omiiStee en 4 yao cemac oe deo Heo DOO OOnO aD 
PEROOOLOO MUG Sie tee ielesactatnedesyavarsivite aes tctteliule fore ene ey of olets < 


$825,000.00 


cents on the dollar of ali unsecured claims. 


$285,000.00 
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A B C CoMPANny 
DEFICIENCY ACCOUNT, DECEMBER 31, 1918 


Estimated Shrinkages in Estimated Increments 
in Value: in Value: 
Gash ie a ee $ 500.00 and anee. fee Mente $ 15,000.00 
Accounts Receivable. 110,000.00 xX VeConstockias am 5,000.00 
Claim against Accom- Capital Sunk: 
modated Party.... 15,000.00 CapitaliStock:.5 94+. 250,000.00 
Merchandise........ 27,000.00 Surplus. a. cys capers 25,000.00 
INehine hy ee reeer are 50,000.00 | Net Deficiency to be 
Buildingsimaen sees 20,000.00 borne by Creditors 
Good= Waller cerar 125,000.00 (see Statement of 
AiTAIrs ah teas eae 52,500.00 
$347,500.00 $347,500.00 


Comments on Problem. From the above solution it will 
be noted that the order of showing the assets is not quite 
the same as would be ordinarily followed on a balance 
sheet. A separate group is made to indicate the securities 
pledged with creditors, shown under the two heads “‘Partly 
Secured,’’ and “‘Fully Secured.’’ It is to be further noted 
that the securities in the hands of partly secured creditors 
have no realizable value applicable to general unsecured 
creditors; hence, they are always shown deducted on the 
liability side of the statement from the claims of partly 
secured creditors, the difference giving the amount of such 
claims which must rank with other unsecured creditors. In 
the case of fully secured creditors, if the value of the security 
held is estimated to exceed the claims against it, this excess 
will be shown on the asset side of the statement as property 
to which the unsecured creditors may look for the satisfac- 
tion of their claims. 

It should be noted that the amount of net worth is in- 
cluded in the Book Values column of the liabilities, chiefly 
for the purpose of showing a complete balance sheet. 
This makes possible an easy estimate of the deficiency figure, 
as shown on the face of the statement. The estimate is 
made by subtracting the figure of net worth from the total 
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of the Shrinkages column. This is, of course, the same 
figure as shown in the Deficiency account and is arrived 
at in practically the same way. In the solution given, the 
two items indicated by asterisk in the Shrinkages column 
represent increments in value, and in arriving at the total 
of that column these are, of course, subtracted from the total 
shrinkages. 

Inasmuch as the accommodation notes were not previously 
carried on the books of the bankrupt, they must here be 
inserted in the balance sheet columns both as an asset and a 
liability. 

It is to be noted that the amount due the preferential 
creditors must be shown deducted from the total unpledged 
assets because the creditors have no claim against any 
specific asset although a first claim against all unpledged 
assets. After deducting the amount from the total un- 
pledged assets, the figure of net free assets which can be 
applied to the claims of unsecured creditors is arrived at. 
A comparison of this figure of net free assets with the total] 
amount due unsecured creditors gives the percentage which 
the creditors may expect on their claims. It is to be 
understood that the expenses of winding up the business 
will also be a charge against the net assets before the credi- 
tors can receive anything. It therefore usually happens 
that the estimate of this percentage is higher than is actually 
realized at the time of final settlement. 


REALIZATION AND LIQUIDATION ACCOUNT 


The realization and liquidation account is a statement 
which has played a somewhat prominent part in C. P. A. 
examinations. It is never used in practice and has no value 
other than to test the ability of the student to analyze and 
present in logical form facts and activities which are some- 
times difficult to analyze and present in a condensed form 
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and in such fashion as to show the relation of the various 
items. Presumptively, the purpose of the statement is to 
show the activities of the trustee after the appraisal of the 
bankrupt’s estate. In some instances the realization and 
liquidation statement takes the values of the assets as 
appraised by the trustee or other party making up the 
statement of affairs and shows the activities carried on 
through the realization of the assets and the liquidation of 
the liabilities. In other cases the realization and liquidation 
account is tied up with the values at which the assets are 
carried on the account books. There is no principle at is- 
sue as between the two methods. It seems perhaps more 
logical to look upon the two accounts, namely, the statement 
of affairs and the realization and liquidation account, as a 
unit statement covering the entire bankruptcy proceedings. 
Under that interpretation the ‘‘expected-to-realize’’ value 
as shown by the statement of affairs would form the basis for 
the realization and liquidation account, but, as stated above, 
either method is correct and no accounting or legal principle 
is involved. 


Evolution of the Realization and Liquidation Account 


The development of the realization and liquidation ac- 
count through its various stages seems to have been based 
on three theories. When first used it was supposed to re- 
present an account actually opened on the books of the 
bankrupt through which his assets and liabilities were shown 
transferred to the receiver or trustee. 

The theory underlying the account was that it represented 
the trustee, who was to be charged with all the assets turned 
over to him and credited with the liabilities assumed. Dur- 
ing the process of realization and liquidation he was to be 
credited in the same account with the assets at the amount 
realized therefrom, and debited with the liabilities as liqui- 
dated. Under this theory, strangely enough, the decount 
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was charged also with the expenses incurred by the trustee 
and credited with any income items received during his 
trusteeship. The balance of the account was the profit or 
loss on the realization and liquidation transactions. This 
theory of the realization and liquidation account as an ac- 
count actually opened on the books has given place to a 
second theory, though the account itself as set up for show- 
ing solutions to problems set in certified public accountants’ 
examinations is'still sometimes constructed according to this 
first theory. 

The advocates of the second theory maintain that the 
realization and liquidation account represents the trustee’s 
report to the court, accounting for the charges and credits 
therein on that basis. The nature of such a report has 
been explained earlier in the chapter, from which it is 
seen that the formal realization and liquidation account as 
usually set up cannot represent nor take the place of the 
trustee’s report to the court. 

Under a third theory the realization and liquidation ac- 
count is looked upon simply as a condensed summary of 
the trustee’s activities analyzed into sections, the purpose 
of which is to present all the information needed for almost 
any report which the trustee may have to make. The 
theory of its debits and credits is not so important here 
and in some cases may not apply, the effort being simply to 
arrange the data in such fashion that a full accounting can 
be given for all the properties turned over to the trustee and 
all the liabilities assumed by him, the whole being supported 
by a statement of the trustee’s operations. This informa- 
tion is set up in account form and brought together in one 
account supplementary to which there must be carried also a 
summary of the trustee’s cash transactions. The information 
as given in these two accounts provides the data for any 
reports which the trustee may have to make. The two 
forms are shown in skeleton form just below: 
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REALIZATION AND LIQUIDATION STATEMENT—USUAL FORM 


Assets to be Realized 
(In detail) 

New Assets Acquired 
(In detail) 

Liabilities Liquidated 
(In detail) 

Supplementary Charges 
(In detail} 

Liabilities Not Liquidated 
(In detail) 

Gain on Realization 


Assets to be Realized 
(Balance brought down) 


Liabilities to be Liquidated 
(In detail) 

New Liabilities Assumed 
(In detail) 

Assets Realized 
(In detail) 

Supplementary Credits 
(In detail) 

Assets Not Realized 
(In detail). 

Loss on Realization 


Liabilities to be Liquidated 
(Balance brought down) 


REALIZATION AND LIQUIDATION STATEMENT—IMPROVED 
FORM 


Assets Taken Over 
(Original and after- 
acquired) 
(In detail) 
Disposition of Liabilities 
(A full accounting for all 
values assumed as above, 
per contra) 


Operations of the Trustee: 
Expenses 
(In detail) 


Values Continued or Re- 
turned to the Owner: 
Assets 
(In detail) 


Liabilities Assumed 
(Original and after- 
acquired) 
(In detail) 
Disposition of Assets 
(A full accounting for all 
the values taken over as 
above, per contra) 


Operations of the Trustee: 
Income 
(In detail) 


Values Continued or Re- 
turned to the Owner: 
Liabilities 
(In detail) 


In the first example, which may be termed the usual 
form, the net balance of the account indicates the profit or 


loss incurred in winding up the business. 


If the values used 


as the basis for the statement are those of the statement of 
affairs, this profit or loss is in addition to the expected loss 
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shown by the deficiency account. If, however, the book 
values are used as the basis for the statement, the profit or 
loss will be the net profit or loss on the entire realization and 
liquidation. Under the new and second form a full account- 
ing is made for the value at which every asset is brought 
into the statement so that a separate figure of profit or loss 
is not shown excepting in so far as that is made a part of the 
operating section of the statement. Sometimes a third 
form is used which is not a formal statement but consists 
rather of the auditor’s working sheet. In this, columns are 
used to show the assets taken over by the trustee; the new 
assets acquired by him; the realization of the assets; the 
losses incurred on realization; the net assets remaining to be 
realized or to be returned to the owner; a similar statement 
in columnar form showing the liabilities to be liquidated; the 
full or partial liquidation of the liabilities; and the portion 
turned back to the owner or continued for further liquidation. 


Supporting Schedules 

Where the first form of the realization and liquidation 
statement is made use of, the profit or loss as shown by that 
statement should be explained by means of a supporting 
statement known as the realization and liquidation profit 
and loss account in which will be shown the losses on realiza- 
tion of the assets and any other items which have entered 
into profit or loss as shown by the realization and liquida- 
tion statement. Another schedule known as the trustee’s 
cash account is also usually presented. In this appears a 
more or less summarized statement of cash receipts and 
disbursements, indicating the main lines of activity of the 
trustee and their results. 


The Question of Cash 
It is sometimes maintained that inasmuch as cash is a 
realized asset it has no place in the realization and liquidation 
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statement. Accordingly, under that theory the cash appears 
only in the trustee’s cash account. There is a good reason, 
however, for the insistence of some that the realization and 
liquidation statement should show all the assets taken over 
by the trustee or receiver and a full accounting for them. 
Therefore, the cash taken over by the trustee and all subse- 
quent cash acquired by him must be shown in the realization 
and liquidation statement and fully accounted for as dis- 
bursed or still on hand. Inasmuch as the statement has no 
foundation in practice, it has no standardized form and 
therefore such matters of opinion will largely be left 
to the individual student except so far as the force of 
logic may in the course of time indicate the best method 
of treatment. 


The Handling of Valuation Reserves 

In both the statement of affairs and the realization and 
liquidation statement the handling of valuation reserves 
presents some difficulty. Either they must be included 
among the liabilities, which is awkward inasmuch as they 
cannot be shown as belonging to any of the classes of credi- 
tors, or the asset value as set up in the Book Value column 
must be the value after deducting the reserve therefrom. 
This latter method, which seems to present the least difficul- 
ties and .raise the fewest objections, is the one followed 
here: 


Illustration of Realization and Liquidation Statement 


Problem. The Kay Corporation became embarrassed 
because of the tying up of current funds in fixed properties. 
A friendly receiver was appointed to operate the plant until 
the assets could be realized upon sufficiently to reduce the 
most pressing of the claims against the insolvent corporation. 
At the time the receiver took possession, the balance sheet 
of the company showed as follows, in summarized form: 
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KAY CORPORATION 
BALANCE SHEET 


Assets Liabilities and Caprtal 

ashe eee ree | © 41,000;00 Notes, Payables saya: $ 80,000.00 
Accounts Receivable. ... 120,000.00] Accounts Payable. .... 110,000.00 
Merehandise.aa. 2.4.5 - 60,000.00] Accrued Expenses... .. 14,000.00 
OtherEropettvencjc ae: 500,000.00] Bonds Payable........ | 200,000.00 
Capital Stocke = eaeee 250,000.00 

SULA E rcs sa don Oa wee ole 30,000.00 

$684,000.00 $684,000.00 


A summary of the receiver’s transactions showed that he 
made sales of $131,000, of which $51,0c0 were for cash. He 
purchased $70,000 worth of merchandise for which he paid 
$12,500 cash, $25,000 in notes of the corporation, and the 
rest was carried on account. He bought other property 
for $20,000, giving therefor $10,000 cash and $10,000 notes. 
He collected $100,000 cash from customers and wrote off 
$25,000 as uncollectible. Other property carried on the 
books at $75,000 was sold for $69,000 cash. He collected 
from rentals $1,000. Selling expenses amounted to $10,000 
and the receiver’s administrative expenses were $7,500, both 
of which were paid. Of the liabilities he liquidated $70,000 
of notes payable and $100,500 of accounts payable. All 
the accrued expenses were paid. The inventory of mer- 
chandise was $20,000 when the receiver turned the property 
back to the owners. 

Set up a realization and liquidation statement and re- 
ceiver’s cash summary to show the receiver’s stewardship 
and result of his operations. 
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Kay Cor- 


REALIZATION AND 


wos Acquired under 
Original Receivership Total 
Assets Taken Over: 
Cash (see Receiver’s Cash Ac- 

COUNIL) ean rnusce cI eee te me emer: $ 4,000.00 $221,000.00 |$ 225,000.00 
Accounts Receiyalblenn ina nta a. 120,000.00 80,000.00 200,000.CO 
Merchandise. oc = «<1: > cece hot 60,000.00 70,000.00 130,000.00 
cher Propertyssenrra cy tree 500,000.00 20,000.00 520,000.00 

$684,000.00 ; $391,000.000 |$1,075,000,00 

Liquidated Continued 
Disposition of Liabilities: 

Notesubayablen mic reece $ 70,000.00 $ 45,000.00 115,000.00 
PMXCOLEHAES A EHH OES am 5 oldie core 6 ¢ 100,500.00 42,000.00 142,500.00 
ANCCrEd BE Xp eNSeSneieseli eee 14,000,00 | 14,000.00 
Bonds Payable. De eerrcerse sees 200,000.00 200,000.00 
$184,500.00 | $287,000.00 _|$1,546,500.00 


Operations of the Receiver: 


Expenses: 
Merchandise originally taken 
OVET a enetitr Une cee ay eke $60,000.00 
IPA CHASES wwe eee. cen ae et 70,000.00 


Merchandise Returned to Owner 


Cosizor Goodsisoldes 4p eree 
Profit on Sales (carried down). . 


$130,000.00 
20,000.00 


$110,000.00 
21,000.00 


$131,000.00 


pelling Expenses... 2.26.05." $10,000.00 
Expenses of Receiver’s Adm... 7;500.00 
Losses on Realization: 
Accounts Receivable:........ 25,000.00 
Othembropertyz cea 6,000.00 $48,500.00 
__ $48,500.00 
Values Returned to Owner: 
Gash ae te caret bias $ 500.00 
NCCLS INGOSHAINE vo be coo wne 75,000.00 
IMerchandisc ans = tase 20,000.00 


445,000.00 


$540,500.00 
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PORATION 
LIQUIDATION ACCOUNT 
+o Acquired under 
Original Receivership Total 
Liabilities Assumed: | 
INovesrPavable caesar cos utemran $ 80,000.00 $35,000.00 $115,000.00 
FNCCOMMUS Payables seme nme ataises - 110,000.00 32,500.00 142,500.00 
peered HxpenSesh sam setae eet 14,000.00 14,000.00 
Bortacwua valet emis cent ste 200,000.00 200,000.00 
$404,000.00 $67,500.00 | $471,500.00 


Disposed of Continued 


Disposition of Assets: 
Cash (see Receiver’s Cash Acct.)..| $224,500.00 | $ 500,00 225,000.00 
Accounts Receivable: 

Amount Collected... .$100,000.00 


Loss on Bad Debts.. 25,000.00] 125,000.00 75,000.00 200,000.00 
Mervhandise: Sa 
Sold for (see next sec- 
BIO Ta) per me aye & $131,000.00 
Prout Ofy... 4.51% 21,000.00] 110,000.00 20,000.00 130,000.00 
Other Property: ae 
DOldMtOMmeme cee: cet $69,000.00 
assiamee sees - 6,000.00 75,000.00 445,000.00 520,000.00 


$534,500.00 | $540,500.00 _|$1,546,500.00 


Operations of the Receiver: 
Income: 


Ralest erie tee. eae eS $131,000.00 
$131,000.00 
Profit on Sales (brought down). $21,000.00 
em Galt a oes neon ee ee ie car 1,000.00 
Decrease in Value of Business 
under Receivership.......... 26,500.00 
$48,500.00 
Values Returned to Owner: 
INotest#Pavables an yr ce perec i $ 45,000.00 
Nccountsabayable). ney uieiaartn 42,000.00 
Bond spe ayablew we alae cnerss cick 200,000.00 


$287,000.00 
SSS 
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RECEIVER’S CASH ACCOUNT 


Balance Taken Over by IYERMOMAISES o onan once $ 12,500.00 

IRECCIY CRW cceceacemrie (5 Aoxoxoo) || Owlarere IPRoyeryS ooo ao 10,000.00 

Salesk see. sera $ 51,000 Selling Expenses...... 10,000.00 
Accts. Rec.... 100,000 Receiver’s Administra- 

Other Property 69,000 HOM sy stereo nee 7,500.00 

Rentalsi ame 1,000 Accrued Expenses. .... 14,000.00 

‘ Notes Payable. ......- 70,000.00 

Cash Acquired under Accounts Payabie..... 100,500.00 
Receivership 221,000.00 | Balance Returned to 

Owter sorte eee 500.00 

$225,000.00 $225,000.00 


Comments on Problem. Under the method of solution 
presented here, it will be noted that the trustee is held to an 
accounting for both the original assets which have been 
turned over to him, and all new assets acquired during the 
course of his receivership. Inasmuch as all income items, 
usually from sales and, in this case, from rentals also, are 
reflected in the assets acquired under the receivership, the 
receiver is thus charged with the income received by him. 

In rendering his accounting for the assets acquired, he 
must make a full accounting for all values turned over to 
him. Accordingly, in the ‘‘Disposition of Assets’’ section 
are shown not only the amount realized from the sale of the 
assets, but also the loss incurred in their sale. This makes 
possible the tying up of the assets accounted for with the 
value at which they were turned over to the receiver. Itis to 
be noted that in the case of merchandise there is a profit on 
sales and not aloss. This is shown by setting up the mer- 
chandise disposed of at its sales figure—as is also indicated 
in the next section below under the head of ‘‘ Operations of 
the Receiver: Income’’—and deducting from it the profit 
made as shown by the next section contra under the head of 
‘Operations of the Receiver: Expenses.’’ The difference 
between these two figures of merchandise at sales price and 
the profit on the merchandise gives the value of the mer- 
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chandise with which the receiver is charged. By showing 
in parallel columns the values disposed of and the values 
still on hand, the final column accounts for the full value 
with which the receiver has been charged contra. 

As a supplement to his accounting for the assets and lia- 
bilities, the receiver’s expenses and income are incorporated 
as a part of the statement. This is done not with the idea 
that he is to be charged with the one and credited with the 
other, for the principles of debit and credit, as stated above, 
have little logical application to the statement, but in order 
to bring onto the face of the statement informational data 
which are essential to an intelligent reading of his ac- 
counting. 

The difference between the two sides of this section of the 
statement—in this case $26,500—is the decrease in net 
worth of the business during the period of the receivership. 
This figure is capable of proof by comparing the net worth 
of the business as originally turned over to the receiver with 
the net worth as turned back by him. In the one case it 
is $280,000, as shown by the difference between total assets 
of $684,000 and liabilities of $404,000. In the other case 
it is $253,500, as shown by the difference between the total 
assets of $540,500 returned to the owner and the total 
liabilities of $287,000 turned back. 

When this information is given in the one statement, 
the latter becomes somewhat complex, but by careful 
analysis all the information desired can be secured from 
it and the attached receiver’s cash summary. 


Uses to which Realization and Liquidation Statement May be 
Put 
The realization and liquidation statement is frequently 
used also to analyze the activities of a receiver in equity. 
Where such is the case, the final section of the statement 
shows the assets and liabilities returned to the business at 
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the close of the term of the receivership. The statement is 
sometimes used also to summarize by instalments a trustee’s 
activities, in which case at the end of the first period (at 
which time the realization and liquidation have been only 
partially completed) the final section of the statement will 
be the inventories of the assets yet to be realized and the 
liabilities yet to be liquidated which are carried over to the 
second instalment period. The statement for the second 
instalment period follows exactly the lines of that presented 
for the first period. 

It should be understood always that the statement has 
no basis in practice, is purely theoretical, and any discussion 
of it is largely academic. It is presented here only because 
it is so frequently met in the formal examinations for the 
Gy Pi Ancertificate: 


LIQUIDATION OF A PARTNERSHIP BY INSTALMENTS 


Nature of the Problem 


In connection with the problem of realization and 
liquidation, a similar problem is sometimes met upon the 
voluntary dissolution of a partnership. This, as stated 
in Volume I, Chapter XLIV, is briefly: 

Where the process of liquidation is of long duration, the 
partners may desire to receive what is due them by instal- 
ments rather than wait until the termination of proceedings 
and receive their respective shares in one amount. If the 
profit and loss sharing ratios of the partners are the same 
as their capital ratios, no trouble will be encountered in 
making the liquidating dividends on capital account as the 
dividends will be in the profit and loss sharing ratio. Trouble 
is encountered, however, when the two ratios are different 
inasmuch as it is not known at the time the various instal- 
ments, except the last, are made what the expenses and 
losses will be in the end. Because of the fact that these 
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expenses and losses are shared in a different ratio from the 
capital ratios, their capital ratios are constantly changing 
after the losses and expenses to be borne by the various 
partners are charged in each case, Liquidating dividends 
are always made on the basis of capital investment ratios 
rather than profit and loss ratios. By this is meant simply 
that after all expenses and losses have been determined 
and charged to the partners in their profit and loss sharing 
ratios, their capital accounts show their respective interests 
in the business, and upon dissolution payment must be made 
to them in accordance with the showing of their capital ac- 
counts. Where, however, payment is made in instalments, 
neither the capital ratio nor the profit and loss sharing 
ratio, if these are different, gives the correct basis for making 
the distribution of the instalment. If payment of the 
instalments is made on some arbitrary basis or on the ratio 
of the profit and loss or of their capitals, it may result in an 
overpayment of some of the partners and an underpayment 
of others. Accordingly, the only safe method of handling 
the situation is to pay the first instalments to those partners 
whose capital ratios are in excess of their profit and loss 
ratios until their capitals are reduced to the point where the 
capital ratios of all the partners are the same as their profit 
and loss ratios. Thereafter further instalment payments 
are made in the profit and loss ratio, not because it is the 
profit and loss ratio but because now the capital ratios are 
the same as the profit and loss ratios so that whatever loss 
or expense must ultimately be cared for will automatically 
be distributed to the partners’ accounts in this way. 

The solution of the problem is perhaps best handled, at 
the time of the first instalment, by deducting the amount of 
the first instalment from the total net capitals of the partners 
at that time. This leaves the capital remaining after pay- 
ment of theinstalment. A distribution of this net remaining 
capital is made in the profit and loss ratio. A comparison 


652 ACCOUNTING—THEORY AND PRACTICE 


of the former capital to the credit of each partner with his 
new capital as derived by means of the distribution just 
made in profit and loss ratio indicates the share each partner 
is to receive of the first instalment. If the first instalment 
is sufficiently large to adjust the partners’ capital ratios to 
their profit and loss sharing ratios, no trouble will be experi- 
enced with future instalments. However, it very frequently 
happens that the first instalment is not sufficiently large to 
adjust the capitals to the profit and loss sharing basis. To 
do this would require the contribution of additional capital 
by those partners whose capital ratio is less than their profit 
and loss ratio, and it is doubtful if such a contribution would 
ever be made. Accordingly, it becomes necessary to dis- 
tribute the instalments only to those partners whose capital 
ratios are in excess of their profit and loss ratios. 

A new problem is met here, namely, the determination 
of the respective shares of the deficiency which must be 
borne by partners sharing the first instalment. How this 
is to be treated can perhaps be seen best in the illustrative 
problem on page 654. There it is seen that with the dis- 
tribution in profit and loss ratio of the capital remaining 
after the first instalment, a deficiency of $6,000 arises repre- 
senting the amount of C’s capital deficiency. This $6,000 
must be borne by A and B and their shares therein are based 
on their relative profit and loss sharing ratios. Since A 
bears 25% of the profits or losses and B 35%, A should bear 
5/12 of C’s capital deficiency and B 7/12—amounting to 
$2,500 for A and $3,500 for B. This reduces their shares 
in the first instalment to $3,000 each, as shown in the columns 
headed ‘‘ Actual Distribution.”” Similarly, the second instal- 
ment still results in a capital deficiency for C of $2,700 which 
must be borne by A and C in the amounts indicated. The 
third instalment is sufficiently large to give all of them 
something and at the same time reduce their capital ratios 
to a profit and loss sharing ratio. Thereafter all instal- 
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ments are distributed on the profit and loss sharing basis. 

After the final instalment is distributed, it will be noted 
that a net loss results on liquidation of $20,000 which is 
distributed automatically to the partners in the sums of 
$5,000 to A, $7,000 to B, and $8,000 to C, which represent 
their profit and loss sharing ratios. In conclusion it should 
be said that the problem is theoretical and academic and 
will perhaps seldom, if ever, be met in practice because of 
the objections which the partner whose account shows a 
deficiency would raise to non-participation in all instalments 
until his capital deficiency had been eliminated. It may 
be said that where such objections are raised the only course 
of the liquidating partner or agent is to refuse distribution 
of any instalment until a sufficiently large sum has accumu- 
lated to place the partners’ capitals on a profit and loss 
sharing basis. Such is the exact situation in strict theory. 
In practice, however, any agreement which the partners 
might make as among themselves would have to be carried 
out by the liquidating partner and would, of course, protect 
him in case of ultimate overpayment to any of the partners. 


Illustration of Liquidation by Instalments 

To illustrate the liquidation of a partnership by instal- 
ments, a typical problem is appended shown in summarized 
form. 

Problem. A, B, and C, sharing profits in the ratios of 
25%, 357, and 40% respectively, decide to dissolve partner- 
ship and distribute the net assets by instalments as realized. 
A balance sheet as on the date of dissolution showed net worth 
of $100,000, in which A’s interest was $30,000, B’s $40,000, 
and C’s $30,000. The liquidator distributed a first instalment 
of $10,000, a second instalment of $8,250, a third instalment 
of $15,000, a fourth instalment of $16,750, and a final in- 
stalment of $30,000. Show the shares which each of the 
partners will have in the various instalments. 
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APPENDIX A 


PRACTICE WORK FOR STUDENT—FIRST HALF-. 
YEAR 


Instead of the student’s practice work appearing at the 
close of each chapter of the text as in Volume I, it has 
seemed best in this volume to place this material in a sepa- 
rate appendix at the end of the text because of the impracti- 
cability of dividing the text matter into uniform sections 
with one or two chapters constituting a lesson assignment. 
In some classes more practice work may be undertaken 
than in others. The practice work is, however, laid out 
in fairly uniform portions and it is expected that the student 
will be able to handle one practice assignment for each hour 
of class work. Thus, if the lecture period is of two hours’ 
duration, two assignments of work should be set. 

The practice work is given in three parts. Appendix 
A will be found to contain sufficient material for the first 
semester of approximately 30 hours of lecture work. This 
appendix, in the main, is comprised of a formal set of ac- 
counts relating to a manufacturing corporation, to be 
worked out with suitable blanks. A few miscellaneous prob- 
lems bearing particularly on some portions of the text are 
also provided. Appendix A should be covered in connection 
with the first twenty-seven chapters of the text. 

Appendix B contains a series of well-graded problems 
more or less closely connected, illustrating, by means of its 
method of keeping accounts, the growth of the business. 
Single entry is changed to double entry, a simple trading 
business into a complex manufacturing concern, and many 
of the problems peculiar to such types of business or- 
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ganization are incorporated. Some unrelated problems illus- 
trating special forms of statements, combinations, capitaliza- 
tion, and the consolidated balance sheet are also included. 
Appendix C contains a group of unrelated, miscellaneous 
problems, taken mostly from C.P.A. examinations. These can 
be used to supplement the assignments from Appendices A and 
B and to give variety to the work during succeeding years. 


I 
PROBLEMS 


1. J. B. Rogers and B. R. Jay, owners of similar businesses, agree to 
consclidate under a partnership agreement whereby each turns over his 
business as it stands, subject to the liabilities shown, and the deficient partner 
contributes sufficient cash to equalize their capitals. Rogers’ standing is: 
cash $750; merchandise $3,900; notes receivable $1,000, with interest accrued 
on same $10.25; accounts receivable $750, estimated as worth $725; furniture 
$975; notes payable $1,000, being his personal non-interest-bearing note at 
60 days discounted at 8% with 20 days yet to run; accounts payable $325. 
Jay’s standing is: cash $365; merchandise $4,500; accounts receivable $1,350, 
guaranteed as good; furniture $825; delivery equipment $325; valued at 
$300; accounts payable $265; notes payable $1,200, with accrued interest 
of $8.69; salaries earned but tnpaid $50. The furniture in each case is taken 
in at its face value. 

Make the opening journal entry and balance sheet for the new firm. 
Make journal entries for each partner to close his old set of books. 

2. From the following information take a trial balance, make closing 
journal entries and summary statements as of December 31. 

Notes receivable on hand $3,000; accounts receivable $7,500; notes 
payable $2,100; accounts payable $4,600; real estate $6,000; plant and 
machinery $8,000; rent and taxes $600; general expense $2,000; salaries 
$1,500; wages $600; freight $150; duty $200; cash on hand $150; cash in 
bank $1,800; bad debts written off $140; goods on hand at beginning of year 
$9,500; purchases $26,000; sales $40,000; interest paid $210; furniture $600; 
Jas. Buckham, partner, invested $10,000, withdrew $1,450; E. J. Cockburn 
invested $14,000, withdrew $1,300; the merchandise on hand is valued at 
$9,000; rent unpaid $250; insurance unexpired $140; interest accrued on 
notes receivable $25; wages accrued $115. Allow 10% depreciation on plant 
and machinery, and 124% on furniture. Estimate losses from bad debts 
as 5% of accounts and notes outstanding. Losses and gains are divided 
4/7 to Cockburn and 3/7 to Buckham. Interest on capitals at 6% is to be 
allowed. 
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3- At the end of the first year of a partnership, Wilson has an interest of 
$18,000 and Peters of $9,000, each drawing profits in proportion to his capital. 
They decide to admit Johnson into the partnership, selling him a one-quarter 
interest, valuing their good-will at $3,000. Under the conditions named, ju 
what two ways may Johnson secure his interest? What will be the amount 
of his investment in each case? 


Instructions 


Problem 1. The student is referred to Volume I, pages 458-459, where 
a similar problem is illustrated. 
Problem 2. See Volume I, pages 285-286. 


II 
. PROBLEMS 


1. The Ibex Manufacturing Co. is incorporated with an authorized 
capital stock of $500,000 common and $250,000 6% preferred; $150,000 of 
the preferred is subscribed for and paid in full. One-half of the common is 
subscribed for and 50% paid in, the balance to be paid in five monthly instal- 
ments. The remaining preferred stock is later subscribed for at 101 and 
50% paid, and half of the remaining common is subscribed for at 90 and paid 
in full. After operating for six months the remaining common is sold at 102 
to provide funds for enlargement, one-half paid in cash and the balance in 
one month. Balance of preferred subscriptions are paid in cash. Show all 
the above transactions by means of journal entries. 

2. At the close of the first year, the Ibex Manufacturing Co., being short 
of ready funds and not desiring to extend its credit further, secures from its 
stockholders a donation of $50,000 common and $10,000 preferred, one-half 
of which is immediately sold at 90 and tor respectively. At the end of the 
second year the remainder of the donated stock was disbursed to the stock- 
holders as a dividend, net profits for the year amounting to $45,000. Journalize 
all the above transactions, showing ultimate disposition of the working capital. 

3. The Smith Brooks Publishing Co. has a capital stock of $750,000, of 
which one-third is 6% cumulative preferred stock. The company has a 
surplus of $65,000. It has an outstanding bond issue of $200,000 at 44% 
interest. The profits for the year are $61,392.75. No profits have been 
distributed for three years. The directors pay the bond interest, declare a 
3% dividend on common, and carry $7,500 to the sinking fund. Bring all 
of the above onto your books. 

4. A corporation has been formed with an authorized capital stock of 
$200,000, one-fourth of which is 7% cumulative preferred. The entire issue 
of preferred is subscribed for at par and 50% paid in. When the balance is 
paid, one share of common is to be given as a bonus with every five shares of 
preferred. The promoter of the company is given $15,000 in common for 
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his services. The company paid cash $250 for a set of stock records; $25 tor 
corporate seal; $500 for lawyer’s fees in incorporating; $250 for state char- 
ter, and $375 for sundry expenses in organizing. $75,000 of the common 
stock has been subscribed for at par to be paid in five monthly instalments. 
The balance has been paid on the preferred stock and three instalments on 
the common. Make journal entries covering the above transactions. 


Instructions 


For the opening entries of a corporation, the student is referred to Volume 
I, Chapter XLIX, in addition to Chapter I of the present volume. 

Problem 1. Make entries covering the five monthly instalments. 

Problem 2. Assume that no preferred dividend was paid during the first 
year. 


III 
PROBLEMS 


1. Draw up a form of voucher check suitable for a professional man. 

2. Draw up a form of voucher check suitable for a trading concern. 

3. Draw up a form of voucher register for a manufacturing concern 
desiring to segregate manufacturing, trading, and general expenses under 
which there are twelve, ten, and fifteen subdivisions of expense, respec- 
tively. Provide for other possible expenditures. Treat purchase discounts 
as a reduction of cost price. 

4. Using the voucher register you drew up for Problem 3, from your own 
data make at least one entry in each column and three in the Sundries column. 
Show the register footed, closed, and posted. 

5. What change would you make in the form of a voucher register in 
order to treat purchase discount as a financial management item? 

6. Using your own data for a purchase ledger in which there are at least 
six open accounts, show the entries necessary to close it and open a voucher 
register to take its place. 


Instructions 


See Chapter II where all these points are discussed. 


IV 
PROBLEM 


Caxton & Dolton began business January 1, 1916. Caxton invested 
$12,000, and Dolton invested $11,000. May 1, 1916, Caxton withdrew $3,000 
and Dolton invested $1,000. July 1, 1917, Evans was admitted to the partner- 
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ship, investing $8,000. October 1, 1917, Evans invested $4,000 more, and 
Dolton withdrew $2,000. July 1, 1918, Dolton and Evans purchased Caxton’s 
interest in the business. On that date their books showed the following 
financial condition: cash $19,364.50; merchandise $17,500; notes receivable 
$10,000; accounts receivable $8,945; interest receivable $248.50; real estate 
$6,500; accounts payable $14,000; notes payable $5,130; interest payable 
$167.40; accrued expenses $325.60. For the purpose of the sale good-will 
was estimated at $5,000; depreciation on real estate 5%; bad debts at 3% of 
the outstanding notes and accounts. Each partner was to share in profits 
on the basis of capital and the length of time the capital was invested. Of 
the purchase price of Caxton’s share, Dolton and Evans were to. pay such 
amounts respectively as would make their new capitals equal. Set up the 
partner’s ledger accounts and show all entries to them in order to take effect 
of all the above data. 


Instructions 


For explanation of this method of sharing profits, see Volume I, pages 
281-284. 


V 
PRACTICE DATA 


This set contains material for the student’s practice work in keeping the 
records of a corporation engaged in trading and manufacture. ‘Two blank 
books will be used for the record. Of the ‘“‘Journals,’’ pages 1-32 comprise 
the general journal; pages 34-44 the cash book; pages 45-48, the sales 
journal; page 49 the sales returns and allowances journal; page 51 the pur- 
chase journal (to be used for the month of September only); and pages 54- 
57 the voucher register (to be used after the purchase journal is discontinued). 
Pages 58-60 are to be used for the record of continuous trial balances. Of 
the “ Ledger’’ blank, pages 1-44 comprise the general ledger; pages 45-51 
the sales ledger; and pages 52-56 the purchase ledger. Column headings for 
the different journals are given in the blanks. 

It is expected that the student has already acquired correct habits of the 
daily posting of customers’ and creditors’ accounts. In addition to a training 
in some peculiarities of manufacturing accounts, the purpose of the course is 
to give the student practice in handling some of the larger problems of account- 
ing which are not of daily occurrence. For the first few assignments consid- 
erable detail is given to provide a necessary minimum of practice in the 
summarization and posting of the different books of original entry. After 
this the ordinary transactions are given in condensed form to save unnecessary 
repetition and burdening the student. In the use of the analytical genera] 
journal, the student must be very careful to make entries in the proper column 
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as otherwise trouble will be experienced with the controlling accounts. (See 
Volume I, pages 410, 430, and 431.) 

Open the following accounts in the various ledgers as indicated. The 
numeral preceding the account title indicates the ledger folio on which the 
particular account is to be opened. 


GENERAL LEDGER—Give one-third page to each account except Notes 
Receivable, Trade Debtors, Merchandise Inventory, Notes Payable, Vouchers 
Payable, and Subscribers, for each of which allow 4 additional lines, shortening 
the allowance for the account next following in each case. 


1. Drew National Bank 11. Depreciation Reserve Ma- 
iis deteweitaye (Caiglal chinery 
I. Sinking Fund Trustee 11. Factory Land 
2. Notes Receivable 12. Patents and Trade-Marks 
2. Notes Receivable Discounted 12. Good-Will 
2. Notes Receivable Special 12. Organization Expense 
3. Trade Debtors 13. Notes Payable 
3. Reserve for Doubtful Accounts 13. Vouchers Payable 
3. Accounts Receivable Special 13. Boston Office Company 
4. Prepayment on Purchases 14. Dividends on Common 
4. Merchandise Inventory 14. Dividends on First Preferred 
4. Raw Materials Inventory 14. Dividends on Second Preferred 
5. Goods in Process Inventory 15. Purchase Money Mortgage on 
5. Plant and Sundry Assets Machinery 
5. Jackson, Edwards, Hansen, 15. Bonds Payable (Authorized 
Vendors Issue $20,000)* 
6. Delivery Equipment 15. Discount on Bonds 
6. Depreciation Reserve Delivery 16. Subscribers 
Equipment 16, Call iNooi 
7s letehniesmars 16. Call No. 2 
7. Depreciation Reserve Patterns 17. Capital Stock Subscriptions 
8. Furniture and Fixtures 17. Capital Stock Common (Author- 
8. Depreciation Reserve Furni- ized Issue $100,000) * 
ture and Fixtures 17. Capital Stock First Preferred 
9. Power Equipment (Authorized Issue $50,000) * 
9. Depreciation Reserve Power 18. Capital Stock Second Preferred 
Equipment (Authorized Issue $25,000)* 
10. Factory Buildings 18. Discount on Stock 
10. Depreciation Reserve Factory 18. Treasury Stock 
Buildings 19. Surplus 
TOmeools 19. Donated Working Capital 
11. Machinery 19. Sinking Fund Reserve 


* The account title may be written just as given or, better, the parenthetical part may 
be put on the small half-line space immediately below the title line as that is usually ruled. 
(See ruling at top of any ledger page.) 


RO NHN 
OD 


ows 


45. 


46. 


47. 


DA 
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Manufacturing 

Profit and Loss 

Desks and Tables Sales 

Desks and Tables Sales Returns 
and Allowances 

Bookcases and Filing Cabinets 
Sales 

Bookcases and Filing Cabinets 
Sales Returns and Allowances 

Sundry Office Supplies Sales 

Sundry Office Supplies Sales 
Returns and Allowances 

Knoxfraud Sales 

Knoxfraud Sales Returns and 
Allowances 

Desks and Tables Purchases 


Bookcases and Filing Cabinets 
Purchases 

Sundry Office Supplies Pur- 
chases 


Raw Materials Purchases 

Knoxfrauds Manufactured 

In-Freight and Delivery 

Receiving and Shipping Room 
Expense 

Direct Labor 

Indirect Labor 

Factory Supplies 

Light, Heat, and Power 

Building Maintenance and Re- 
pairs 

Machinery Repairs 

Assembling and Setting-Up Ex- 
pense 


Smith Brooks Stationery Co. 

The Brush Co, 

The Kistler Stationery Co. 

C. F. Hoeckle Office Supply Co. 

John Bach & Sons 

T. J. Stewart Office Specialties 
Co. 

Saxon Edwards 


29. 
29. 
30. 


SaLEs LEDGER—Allow one-third page to 
47- 
48. 


49. 
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Depreciation 

Sundry Factory Expense 

Royalties 

Experimental Expense 

Salesmen’s Salaries 

Salesmen’s Commissions 

Salesmen’s Traveling Expense 

Delivery Expense 

Warehouse Expense 

Warehouse Rent 

Sundry Selling Expense 

Advertising 

Office Salaries 

Stationery and Printing 

Telephone, Telegraph, and Pos. 
tage 

Sundry Office Expense 

Insurance 

Taxes 

Rent 

Interest and Discount 

Collection Expense 

Bond Interest 

Sales Discount 

Bad Debts 

Purchase Discount 

Rent Income 

Commission Income 

Loss from Sale of Power Equip- 
ment 

Fire Loss 

Strike Costs 

Damage Claims 

Damage Claims Reserve 


each account. 


T. C. Macie & Co. 

The Alexander Jacobs Co. 

Field & Co. 

Sundry Customers 

Salesmen Advances 

New Method Manufacturing 
Co: 

General Ledger Adjustment 
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PURCHASE LEDGER—Allow one-third page to each account. 


52. P. J. Johnson Mills Co. 53. 3B. A. Franklin Press 

B. F. Brainard & Co. Brickley Desk Co. 

Jackson City Supply Co. 54. R.M. Goddard Furniture Co. 
53. F.C. Good Rubber Co. City of Hoboken 


The column headings for the different books are given in the blanks with 
a few exceptions. The fourth columns of the sales and sales returns and al- 
lowances journals are left blank. The student should write in here “Sundry 
Office Supplies.” This will be used till October 31, 1916, at which time it 
will be necessary to write in its place, “Knoxfrauds.’’ The heading for 
voucher register, column No. 5, which is left blank, must be written in as 
above, ‘‘Sundry Office Supplies Purchases,’’ for use until October 31, when 
“Raw Materials Purchases’”’ will be substituted. 


Messrs. Stanley Jackson, J. T. Edwards, and P. Hansen, on September 1, 
1915, made application as incorporators to the Secretary of State for a certi- 
ficate of incorporation authorizing the Acme Office Furnishings Co. to transact 
a general business of all kinds in trading, manufacturing, and printing, as prin- 
cipals or as agents, to acquire and trade in real estate, patents, trade-marks, 
licenses, and the like, and to act as promotion and financial agents. The 
customary certifications were made, the organization tax of $50 was paid, 
and the certificate duly issued. The authorized capital stock was $100,000, 
divided into 1,000 shares of common stock only, of par value $100 each. 
Subscriptions at par to capital stock had been made as follows: 


Stanley sackSOty ne sce qt ston, aistac-res sees 225 shares 
s[tcleekuchwalt dS wersuerscarsveciees «1stare ohcreycuencmeee nea 
PT ELATIS CH aebeen Metrertene thei deve h Aer testa 3 
Giihed ee INO) Shand 6 sn Neecto aries REE tote i “ 
Ng Loa Cla Cee pert reisyctierrcaniiecs teiteenclers 7 Same 
Isle (Cy MISC TMOG Soma wove nedengeot ons SOU 


At the first meeting of the incorporators and subscribers, after the adoption 
of a set of by-laws and organization thereunder, a proposal of sale made by the 
Jackson, Edwards, Hansen firm of their business and good-will at a stated 
figure of $50,120.97 was referred to the board of directors for their considera- 
tion and investigation, with authority to act. After looking over the proper- 
ties, all of which it was found would be advantageous to the company, the 
proposal was accepted and transfer was made. A committee from the board 
was appointed to make a careful appraisal of the purchased properties and 
report assoon as possible. Accordingly,on September 15, the following report 
of valuation was made and accepted and authority given for the opening up 
of a set of accounting records with the stated values of the properties. The 
services of a public accountant were secured to plan and install a system that 
would meet the needs of the proposed business and to open the books. 

The properties acquired were: cash $5,269.14; accounts receivable, as 
per schedule following, $10,125.61; notes receivable $1,250; desks and tables 
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inventory $15,694; bookcases and filing cabinets inventory $18,392; sundry 
office supplies inventory $8,196.27; rent prepaid $125; insurance unexpired 
$95.36; delivery equipment $492.50; store furniture and fixtures $526; office 
furniture and fixtures $274; good-will $4,500. 

The liabilities assumed were: accounts payable, as per schedule following, 
$10,126.73; notes payable $4,692.18. Upon the guaranty by Jackson, 
Edwards, Hansen of the accounts and notes receivable taken over, the com- 
pany assumed the contingent liability on notes receivable under discount 
amounting to $250. No cognizance was taken of prepaid discount. 

Payment was made to Jackson, Edwards, Hansen by the cancellation of 
indebtedness on their subscription contracts in the amounts severally shown, 
and in cash for the balance (distributed in the ratio of their subscriptions)— 
yackson $54.44, Edwards $39.19, and Hansen $27.34. 

A. H. Lawrence and H. C. McCullough on September 20 paid.in cash 
75% of their subscriptions, the balance due in 30 days. Certificates of stock, 
properly executed, were issued September 20 to all the above-mentioned 
parties, except Noble, in the amounts of their subscriptions. 

Open the books and prepare a balance sheet of the company according 
to the data given. 


Instructions 


The fourth method illustrated in Volume I, pages 454 and 457, is to be 
used for opening the books. 

Record the cash payment of organization tax as on September 1. 

The purchase of the Jackson, Edwards, Hansen business is to be recorded 
under date of September 1, making use of the accounts “ Jackson, Edwards, 
Hansen, Vendors” and ‘‘Plant and Sundry Assets.’ Upon receipt of the 
appraisal committee’s report, bring the detailed assets and liabilities onto the 
books. It is to be noted that only one Inventory account is carried, in which 
the detail must be shown, using one line for each kind of commodity. Bring 
the discounted note on the books. This is not included in the amount given 
for notes receivable outstanding. 

In a small corporation with stock closely held, certificates are sometimes 
issued although not yet fully paid for. 


VI 
PRAGTICE DATA 


The following schedules support their respectivetitles foundamong the assets 
and liabilities taken over and appraised by the Acme Office Furnishings Co.: 


Accounts RECEIVABLE 


Smith Brooks Stationery Co., June 24, $750; July 7, $100; August 
ZANDT T3304 122) TORN et he ies ie oe ae meng Time AE Fe $963.14 
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The Brush Co., May 20, $825; August 15, $216.69; 2/10, 1/30.... 1,041.69 
The Kistler Stationery Co., April 18, $1,000; June 15, $250; 

AURUSh 2Omha7tA O71 2) MLO eee ree Eee icine ocee 1,567.40 
C. F. Hoeckle Office Supply Co., March 12, $1,000; July 18, 

F TDS OO rates ee tae eee Coe A atte, cae ck See eR Maveyelekoneizesene 1,123.90 
John Bach & Sons, June 13, $300; July 30, $119.36..2.-.. 42.2.4. 419.36 
T. J. Stewart Office Specialties Co., July 20, $319.45; August 12, — 

CSoeg ty Dia ae cua ea aia ntact Ae itons douicie io emt Che Ae RAMA sc 842.57 
Saxon Edwards, February 10, $585; May 23, $206.75........... 791.75 
T. C. Macie & Co., May 11, $115.10; June 21, $210.15; July 8, 

(VASO UNibieauisia Binn Sistine 2H), WV/Ona.g ne 5000 5nnoca occ _ 1,240.40 
The Alexander-Jacobs Co., August 28, $362.25; 3/5, 2/10....... 362.25 
Field & Co., June 15, $1,015.05; July 6, $250; August 24, $508.10; 

DYNO (Mii Ooh aes Pale ATES AP ss 1S EPS, IEA Weir) 


ACCOUNTS PAYABLE 


The P. J. Johnson Mills Co., January 15, $1,895.60; August 5, 


PISO Tse ly SO ma ae ee te oes ne mee ee Tere $2,631.75 
B. PF. Brainard & Co., April 18, $590.10; July 11, $802.15......... 1,392.25 
Jackson City Supply Co., June 10, $512.60; June 25, $428.20; 

ttyl Sy PODS hee Asc cecge len ity sheet ean Te Dinue econ ean eee 1,562.80 
F. C. Good Rubber Co., July 1, $175.19; August 13, $300; 2/10, 

IW eNO) enact ra Near OAS tA ict in On Pee RI RRR RRS cis oboe eno GG O-2 475.59 
B. A. Franklin Press, May 2, $850; June 22, $262.15............. Tei Eee 
Brickley Desk Co., March 8, $912.50; May 6, $1,500; August 16, 

$540.0056 2/10, 1/3 Or eyers etd. hoe As SIRE EG eco ele araeers re 2,952.59 


Notes RECEIVABLE 


John Bach & Sons, dated July 3, for 3 months with interest at 6% and 
discounted at the Drew National Bank, August 16,at 8%. Face of note $250. 

Andrew Jackson, dated August 25 for 60 days, without interest. Face 
$750. 

The Brush Co., dated July 29, for 2 months, with interest at 6%. Face 
$500. 


Notes PAYABLE 


No. 91, favor Second National Bank for $2,500, dated July 15, at 3 months, 
discounted at 6%. ; 

No. 95, favor Brickley Desk Co. for $1,261.40, dated August 20, at 4 
months, interest 6%. 

No. 96, favor B. F. Brainard & Co., for $930.78, dated August 25, at 60 
days, interest 6%. 

The new system provides for a voucher register, but due to delay on the 
part of the printer, a creditors ledger will have to be opened temporarily. 
Open the sales and purchase ledgers according to the data given, 
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Instructions 


Record the above data directly (i.e., not via journal) in the various ledgers. 
The details of the various sales and purchases should be shown, and not just 
the total to be charged or credited to each account. 


VII 
PRACTICE DATA 


The board, having completed negotiations with T. J. Noble, authorizes 
the purchase from him of the whole of his right, title, and interest ina patent 
device known as Knoxfraud to be used for the purpose of preventing the 
raising of the amounts of commercial paper. The transfer is made, including 
the trade-mark covering “Knoxfraud,’”’ and payment to Noble is made by 
the cancellation of 90 shares on his subscription contract and full-paid stock 
is issued him therefor. Make the entry under date of September 20. 

In order to avoid detail, all additional customers will be handled under 
a collective account in the sales ledger called ‘“Sundry Customers.’’ Trans- 
actions will be grouped and summarized wherever possible. Make record 
under proper dates. (Figures at beginning of paragraphs signify September 
dates.) 

September 1. Received check for $311.05 from Kistler Stationery Co. 
in payment of their bill of August 20, $317.40, less $6.35 discount. 

3. Alexander Jacobs Co. paid their bill of August 28, $362.25 less $10.87 
discount. Sold the Brush Co. at 2/10, n/30, desks and tables $875.40, and 
bookcases $469.75. 

4. Drew petty cash check for $150 and placed it in petty cash drawer 
in charge of bookkeeper. Field & Co. paid their bill of August 24, $508.10 
less $10.16 discount, and $500 on account. 

5. Paid P. J. Johnson Mills Co. bill of August 5, $736.15 less discount 
$7.36, and $500 on account. Smith Brooks Stationery Co., paid their bill 
of August 25, $113.14 less $2.26 discount. T. C. Macie & Co. paid their bill 
of August 25, $465.15 less $9.30. 

6. Bought of R. M. Goddard Furniture Co. at 1/30, n/60, desks and 
tables $5,912.60, bookcases $3,190.10, and office supplies $837.40. Sold 
C. F. Hoeckle Office Supply Co. n/30, desks $1,512.75, filing cabinets $647.80, 
office supplies $215.69. 

8. C.F. Hoeckle Office Supply Co. art $750 on account. 

g. Paid B. F. Brainard & Co. bill of April 18, $590.10. Sold T. C, 
Macie & Co. at 2/5, 1/10, tables $1,575.50, filing cabinets $440.25, office 
supplies $175.30. 

11. Paid Jackson City Supply Co. bill of June 10, $512.60. 

12. Sold C. F. Hoeckle Office Supply Co. at 1/30, n/60, tables and desks 
$1,895, bookcases $625.30, office supplies $110.85. 
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13. Paid F.C. Good Rubber Co. bill of August 13, $300 less $3 discount. 
Jno. Bach & Sons paid $250 on account. The Brush Co. paid their bill of 
September 3, $1,345.15 less $26.90 discount. 

15. Paid Brickley Desk Co. bill of August 16, $540.09 less $5.40 discount, 
and bill of March 8, $912.50 less special discount of $12.50 in consideration 
of giving our note No.1, for $1,500 at 6%, payable in 6 months, in settlement 
of bill of May 6, $1,500. Brush Co. paid bill of August 15, $216.69 less 
$2.17 discount. Sold Jno. Bach & Sons at 2/10, n/30, desks $1,680, filing 
cabinets $725.90, office supplies $240.60. 

16. Bought of P. J. Johnson Mills Co., at 2/10, n/30, tables $3,085.95, 
bookcases and filing cabinets $5,293.85, office supplies $1,750.90. 

18. T. J. Stewart Office Specialties Co. paid their bili of July 20, $319.45. 
Sold Alexander Jacobs Co., at 1/30, n/60, desks $1,465.85, bookcases $625.95, 
office supplies $145.60. 

19. T.C. Macie & Co. paid their bill of September 9, $2,191.05 less $21.91 
discount. 

21. Sold Saxon Edwards at 2/5, 1/10, tables and desks $1,327.85, book- 
cases $842.60, office supplies $222.60. 

24. Sold Field & Co. at 1/30, n/60, tables and desks $1,825, bookcases 
and filing cabinets $735, office supplies $246. 

25. Saxon Edwards paid on account $500. 

26. Bought of B. F. Brainard & Co., at 1/30, n/60, desks $4,675, filing 
cabinets $5,080, office supplies $1,280. Jno. Bach & Sons paid bill of Septem- 
ber 15, $2,646.50 less $52.93 discount. Paid P. J. Johnson Mills Co, bill of 
September 16, $10,130.70 less $202.61 discount. 


Instructions 
For the transactions of September, the sash disbursements journal will be 


operated as a full posting medium, 1.e., ali charges for cash paid cut will be 
posted from it. 


VIII 
PRACTICE DATA 


(Figures at beginning of paragraphs signify September dates.) 

September 27. Sold Smith Brooks Stationery Co. at 2/5, 1/10, tables 
and desks $1,200, bookcases and filing cabinets $1,150, office supplies $175. 

28. Paid B. A. Franklin Press bill of May 2, $850. 

29. Brush Co. paid their note of July 29, $500 with interest $5. The 
board of directors authorized the purchase of a piece of land lying outside the 
city limits, with good shipping and warehouse facilities, to be used as a site 
for a factory for the manufacture of Knoxfrauds, paying the Hoboken Devel- 
opment Co. $10,000 cash (with the current year’s taxes of $75 unpaid and due 
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the City of Hoboken, February 1, 1916), and $125 to J. N. Hicks for fees 
in connection with special search of title and recording of deed. Plans and 
specifications which Noble had had prepared six months ago when negotiations 
with him had been opened by Jackson in behalf of the Jackson, Edwards, 
Hansen firm were adopted and ordered placed with contractors for bids to 
be received not later than October 6, the board reserving the right to accept 
any or reject all bids. 

30. Sold Brush Co. at 2/5, 1/10, tables $1,475.80, bookcases $723.85, 
office supplies $340. Paid salesmen’s salaries $2,500; commission to sales- 
men $500; salesmen’s traveling expense $1,500; in-freight and delivery 
$525.69, delivery expense $200; rent September 15 to October 15, $250; 
receiving and shipping room expense $150; sundry office expense $100.25; 
office salaries $600; advertising $275; petty cash voucher $137.10, of which 
$45.50 was for telegraph, telephone and postage, $50 for office stationery,’ 
$25 for sundry selling expense, and $16.60 for sundry office expenses. Cash 
sales for the month were: office supplies $1,325.40, bookcases $2,150, desks 
and tables $4,250. 

Summarize and pest completely all books of original entry. (See Volume 
I, page 431, for general journal summary.) Take a trial balance, recording it 
in the first two columns on pages 58-60, ‘Journal Blank.’”’ Enter all accounts 
—whether needed for this trial balance or not—in the order in which they 
are carried in the general ledger. Leave bottom and top lines free for totals 
and forwarding where necessary. 

lnstructions 


September 29. Record the accrued taxes on land in the general journal 
as a liability to the City of Hoboken. 

30. Distribute the cash sales through the sales journal, entering only 
the total for all departments in the cash book. 


IX 
PRACTICE DATA 


The directors plan to keep sufficient funds on hand to take advantage of 
all discounts offered on purchases. All invoices will therefore be entered 
“net’’ in the Vouchers Payable column of the voucher register. Extension 
will be ‘gross,’ however. Postings to Purchase Discount account will be 
made from the voucher register. Purchase Discount column in the cash 
book will be used as a memo column of discounts actually taken. The differ- 
ence between the totals of the purchase Discount columns in voucher register 
and cash book at the end of a month (or other posting period) shows the 
amount of unearned discount on that date. This should always be checked 
against the discounts entered in detail in the voucher register, for the unpaid 
vouchers as shown in Unpaid Vouchers column of the register. (Figures at 
beginning of paragraphs signify October dates.) 


668 ACCOUNTING—THEORY AND PRACTICE 


October 1. Delivery of the voucher register having been made, your 
accountant closes the purchase ledger and opens the voucher register, trans- 
ferring the balances thereto. The Kistler Stationery Co. presented their 
bill for $150 ($95.50 for stock books, records, etc., and $54.50 for station- 
ery and printing). Paid New York Novelty Works $15 for corporate seal. 
Paid Northwestern Fire Insurance Co. $125 for 1-year policy on stock of 
goods. 

3. Sold Jno. Bach & Sons at 2/10, n/30, desks $1,755, bookcases and filing 
cabinets $658.90, office supplies $140. In order to raise money for the pur- 
pose of building and equipping the Knoxfraud factory, the board of directors 
authorized the sale of the rest of the unsubscribed stock at not less than 95. 
Accordingly subscriptions were received from A. J. Scobey for 90 shares at 
96, from A. K. Ladd for 125 shares at 95, and from J. B. Gaynor for 60 shares 
at 97. One-half is received in cash, the rest due on October 25. Certi- 
ficates of stock are issued the new stockholders. 

4. Smith Brooks Stationery Co. paid their bill of September 27, $2,525 
less $50.50 discount. 

5. The bank notified you John Bach & Son’s note for $250, dated July 
3, for 3 months at 6% and under discount with them since August 16, has 
gone to protest; you took up the note, drawing your check in favor of the 
Drew National Bank for $256.25 including protest fees, and notified John 
Bach & Sons. Paid R. M. Goddard Furniture Co. bill of September 6, 
$9,940.10 less $99.40 discount. 

6. Bought of Jackson City Supply Co. at 1/30, n/60, office supplies 
$3,028.95. Sold T. C. Macie & Co. at 2/5, 1/10, desks $1,685, bookcases 
$642, office supplies $156. Paid Hoboken Electric Co. light and power bill 
for September, $50 ($30 was for sign display). 

7. The bids for the construction of the factory were opened and all found 
to exceed the architect's estimate by $10,000 or more. It was accordingly 
decided to reject all bids and construct the factory upon their own responsi- 
bility, retaining I. M. Builder as supervising architect and appointing J. T. 
Noble as purchasing agent and general superintendent during construction. 
All funds from the sale of stock were ordered placed under a Building Fund 
account in the Drew National, subject to drawing by Hansen in payment of 
all bills when passed for payment by Edwards and Noble. The transfer of 
funds was accordingly made. Alexander Jacobs returned desks and tables 
$465.85 of their purchase of September 18. Brush Co. paid their bill of Sep- 
tember 30, $2,539.65 less $50.79 discount. C. F. Hoeckle Office Supply Co. 
paid their bill of Septernber 6, $2,376.24. 

8. Drew check for $500, advances to salesmen, which the bookkeeper 
charged to an account entitled Salesmen’s Advances opened in the customers’ 
ledger. Paid N. G. Goodman, accountant, $250 for services, in connection 
with installation of the system of accounts. 

g. Sold Kistler Stationery Co. at 1/30, n/60, tables and desks $1,858.95, 
bookcases and cabinets $720, and office supplies $248. 
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10. Took at cost price, furniture from stock for store and office (desks 
and tables, $150 for office and $300 for store; bookcases and filing cabinets, 
$175 for office and $75 for store). 

11. Bought from the New Model Truck Co., delivery trucks for $3,000, 
giving our note with 6% interest at 6 months for $2,500 and $500 cash. 

12. Sold C. F. Hoeckle Supply Co. at 1/30, n/60, tables and desks $1,625, 
bookcases and cabinets $720, and office supplies $140. 

13. Received J. T. Noble’s demand note without interest for $1,000 in 
payment of balance of subscription contract. The C. F. Hoeckle Office 
Supply Co. paid bill of September 12, $2,631.15 less $26.31 discount. TT. C. 
Macie & Co. paid their bill of October 6, $2,483 less $49.66 discount. 

15. Sold Alexander Jacobs Co. at 1/30, n/60, desks $1,825.85, bookcases 
$642, office supplies $240. Paid note No. 91, $2,500. Jno. Bach & Sons 
paid their bill of 10/3, $2,553.90 less $46.98 discount, and an allowance of $50 
on bookcases and $155 on tables account of damage. 

16. Bought of R. M. Goddard Furniture Co. at 1/30, n/60, tables and 
desks $9,425, bookcases and cabinets $8,227, office supplies $1,025. 

18. Sold T. J. Stewart Office Specialties Co. at 2/5, 1/10, desks and tables 
$1,878, bookcases and cabinets $580, office supplies $249. 

tg, Alexander Jacobs & Co. paid their bill of September 18, $1,771.55 
less $17.72 discount. 

20. T. J. Stewart Office Specialties Co. returned office supplies $49.50 
aud cabinets $75, of their purchase of October 18. A. H. Lawrence and H. 
C. McCullough paid $3,125, the balance on their subscriptions. 

24. Andrew Jackson paid his note of August 25, $750. The T. J. Stew- 
art Office Supplies Co. paid their bill of October 18, $2,582.50 less $51.65. 
Sold Field & Co. at 1/30, n/60, desks and tables $1,789, bookcases and cabinets 
$680, office supplies $348. Sold Sundry Customers at n/30, desks and tables 
$1,100, bookcases and cabinets $860, office supplies $350. Paid note No. 96, 
$930.78 with interest $9.31. 

25. A.J. Scobey, A. K. Ladd, and J. B. Gaynor paid the balance on their 
subscriptions, $13,167.50. 

26. Bought from Brickley Desk Co. at 2/10, n/30, tables and desks $6,240, 
bookcases and cabinets $3,780. Paid B. F. Brainard & Co. bill of September 
26, $11,035 less $100.35. R.M. Goddard Furniture Co. made us an allowance 
on purchase of October 16, of $200 on desks and $150 on cabinets due to latent 
defects. 

27. Paid Kistler Stationery Co. bill of October 1, $150. 


Instructions 


October 1. See page 39 for method of transferring purchase ledger ac- 


counts to voucher register. 
October 5. See Volume I, page 327, for handling Bach’s protested note. 
Here the record will be partly in the voucher register and partly in the general 


journal. 
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October 7. Where a special bank account is kept temporarily, oftentimes 
a separate cash book is used. One additional column on each side of the cash 
book will also serve to segregate the charges and credits to it. Here, since 
receipts are few, they will be entered in the regular bank column with an 
“XX placed in front of them to secure periodic analysis. All disbursements 
will be made by regular voucher check, but recorded in the first column of the 
cash disbursements journal instead of the regular bank column. Inasmuch 
as only the one account is kept on the ledger with the bank, postings to it will 
have to be made in two items—one the regular, the other the building fund— 
for both receipts and disbursements. An alternative method is to carry the 
detail of the account only in the cash book, posting only totals of all receipts 
and disbursements to the ledger bank account. However handled, the cash 
book should show, when balanced, the amounts in both funds and the trial 
balance should contain the same information. 

To effect the transfer of cash to the Building Fund account at the bank, 
a regular voucher check is drawn to order of Building Fund account. This 
is distributed in the voucher register to Sundry columns as a charge to Voucher 
Payable and must be entered on both sides of the cash book but, of course, 
not posted. 

October 8. Charge payment to Goodman to Organization Expense. 

October 10. Distribute the merchandise taken from stock through the 
sales journal, with the necessary correcting entry in the general journal. 
(See Volume 1, pages 423 ef seg.) Since but one Furniture and Fixtures ac- 
count is carried, the detail necessary for analysis must be shown in it just as 
with Merchandise Inventory. 

October 11. The Model Truck Co. transaction must be split, the cash 
portion being recorded in the voucher register, the rest in the general journal. 
(See page 43 for method of handling notes payable under the voucher system.) 

October 13. Certificate of stock is issued to Noble. 

October 20. These receipts from subscribers are regular items. 

October 25. These receipts from subscribers are building fund items. 

October 26. The student will perhaps detect at once that the discount 
of $100.35 on the Brainard bill is incorrect. It is to be entered as given, how- 
ever; correction will be made later. 


x 
PRACTICH! DATA: 


October 30. Sold Jno. Bach & Sons at 2/10, n/30, tables and desks 
$1,465, bookcases and cabinets $456, office supplies $435. Sold Sundry 
Customers at n/30, desks and tables $1,800, bookcases and cabinets $620, 
office supplies $300. Cash sales for the month were desks and tables $3,500, 
bookcases and cabinets $2,832.60, office supplies $3,167.40. Office supplies 
drawn from stock for use by the office, $350. Pay-roll check on Building Fund 
carried $1,950.70 for excavating and foundation labor, Noble $200 salary, 
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Builder $350 commission. Paid Hoboken City Hospital $50 bill for work- 
men injured during construction. Paid regular pay-roll $5,769 (salesmen’s 
salaries $2,650; salesmen’s commission $580; salesmen’s traveling expense 
$1,525.50; delivery men $250; receiving and shipping clerks $163.50; office 
salaries $600); N. Y. C. Ry., freight-in $631.72; N. Y. Paper Co. for sundry office 
expense $84.75; Ward & Gow Publicity Co. for advertising $280, and sundry 
selling expense $50.25; petty cash voucher $144.95, of which $50.75 was for 
telegraph, telephone, and postage, $5 to Bullinger Publicity Co. for entry in 
city directory, $62.50 for stationery and printing, $10 for credit information 
to R. G. Dunn & Co., $16.70 for sundry office expenses. Paid the Builders 
Testing Laboratories $50 for test of cement and concrete for use in factory 
construction. Paid J. P. Landown rent, October 15 to November 15, $250. 
Sundry Customers returned tables $150, bookcases $85, and sundry office 
supplies of $52.50 of their purchase of October 24 as not being what they had 
ordered; we returned bookcases $500 to the Brickley Desk Co. of our 
purchase of October 26, because of failure of patent doors to operate. 

Summarize all the books of original entry and post completely. For 
method of summarizing the voucher register, see page 36. Extend into the 
Unpaid Vouchers column all unpaid vouchers as shown by the Manner of Pay- 
ment column. Take a trial balance as of October 30, I915, recording it in 
the third and fourth columns of pages 58-60 of the journals. Be sure to show 
the two balances for cash, the regular and the building fund. 

When posting, make the sales ledger self-balancing and take a trial balance 
of it, recording it on page 61, journal blank. (See Volume I, page 420, for 
method of making ledger self-balancing.) 

Verify the balance of Vouchers Payable account by checking against the 
Unpaid Vouchers column of the voucher register. 


Instructions 


Charge office supplies drawn from stock to Stationery and Printing. 
Pay-roll checks are usually drawn to the order of treasurer or other company 
official. Make the necessary distribution in the voucher register. 
Bookcases, $500, returned to Brickley Desk Co. are priced at billed price, 
ice., the net credit allowed us will be $490 ($500 less 2%). Be careful to make 
the proper voucher register entry, as three columns are affected, viz., Vouchers 
Payable, Purchase Discount, and Bookcases and Filing Cabinets Purchases. 
It should be noted that wherever an allowance is made, the figure given in 
the practice data will always be the gross figure, unless specifically stated 


otherwise. 
Charge credit information cost to Sundry Office Expense. 


XI 
PRACTICE DATA 


Make the following detailed entries for transactions with customers and 
creditors under the dates given: 
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November 2. Field & Co. gave their note for 1 year at 6% for $3,571.05 
in payment of invoices of July 6, September 24, and balance June 15. Gave 
P. J. Johnson Mills Co. our note at 6 months for $1,462.59, which included 
$66.99 interest to date at 6% for balance of bill of January 15, $1,395.60. 

3. Kistler Stationery Co. honored our sight draft for $1,250 payment 
of bills of April 18 and June 15. 

4. Wrote B. F. Brainard & Co. claiming a $10 adjustment on account 
of overpayment on October 26 of bill of September 26, on which the discount 
allowed was $110.35. 

5. Paid Jackson City Supply Co. bill of October 6, $3,028.95 jess $30.29 
discount. Gave Brickley Desk Co., our note for $9,329.60 at four months 
at 6% for bill of October 26, $10,020 less $190.40 discount and credit memo 
of October 30 for $500. 

6. Field & Co. wrote stating that our monthly statement of account to 
them carried a charge for October 24 of $2,817, whereas their bill of that date 
carried $2,310. An investigation showed their contention correct, the error 
being due to a transposing of charges between them and Sundry Customers 
for sales on October 24 when the sales journal entry was made. The error 
was corrected and correct statements were sent out. The Brush Co. paid 
their bill of May 20, $825. 

7. Received credit memo from B. F. Brainard & Co. for $10 in reply to 
letter of November 4. 

10. Kistler Stationery Co. gave their note for 6 months at 6% for 
$2,826.95, payment of bill of October 9. 

12. Jno. Bach & Sons paid their bill of October 30, $2,356 less $47.12. 
Saxon Edwards paid their bill of May 23, $206.75, and balance on February 
10, $85. Paid B. F. Brainard & Co. bill of July 11, $802.15 less credit memo 
of November 7, $10. 

15. Paid R. M. Goddard Furniture Co. bill of October 16, $18,677, less 
credit memo of October 26 for $350 and discount of $183.27. C. F. Hoeckle 
Office Supply Co. paid their bill of October 12, $2,485 less $24.85 discount. 

18. Alexander Jacobs paid their bill of October 15, $2,707.85 less $27.08 
discount. 

21. Saxon Edwards paid their bill of September 21, $2,393.05. 

24. Sundry Customers paid their bills of October 24, $2,529.50. 

25. Field & Co. paid their bill of October 24, $2,310 less $23.10 discount. 

27. T. C. Macie & Co. gave their note for $775.25 in payment of bills 
of May 11, June 21, and July 8. 

30. Sundry Customers paid their bills of October 30, $2,720. C. F. 
Hoeckle Office Supply Co. paid their bill of July 18, $123.90, and balance on 
March 12, $250. 

December 4. Paid Jackson City Supply Co. $1,050.20 for bills of June 25, 
and July 18. 

g. Smith Brooks Stationery Co. gave their note for $873.15, including 
interest $23.15 on unpaid bills of June 24 and July 7. 
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13. T. J. Stewart Office Specialties Co. honored sight draft for bill of 
August 12, $523.12. 

17. Offered Field & Co. a discount of $71.05 from the face of their note 
of November 2 if they would pay $2,000 cash and give a new note for $1,500 
forthe balance. Offer was accepted and cash and new note for $1,500 received 
on December:20. (In making adjustment take account of accrued interest 
on old note of $26.79.) 

18. Paid F. C. Good Rubber Co. bill of July 1, $175.19. 

20. Paid our note No. 95, $1,261,40, with $25.23 interest, held by the 
Brickley Desk Co. 

23. Honored B. A. Franklin Press draft at sight for biil of June 22, 
$262.15. Bank’s statement of account showed charges of $1.25 and 75c 
respectively for collection of Kistler Stationery Co. draft of November 3, and 
T. J. Stewart Office Specialties Co. draft of December 13. 


Instructions 


November 2. Treat all sight drafts when honored as cash transactions. 

November 6. Field & Co. adjustment is made in the general journal. 
Be careful to make entry in proper columns. 

November 7. The $10 allowance made us by B. F. Brainard & Co. 
must be recorded 7m red in the voucher register close beside the next voucher 
which will be paid to Brainard—in this case the bill for $802.15 dated Oc- 
tober 1. No entry will need to be made in the general journal to secure the 
proper posting of this item, as the entry in the voucher register is merely a 
memo to prevent overpayment at time of next settlement. (See page 40 
for discussion of the problem of returns and allowances.) “ed; 

December 17. Handle the Field & Co. note transaction with care. The 
liscount is a charge to Interest and Discount. 

December 23. Run the bank's collection charges through on a voucher 
which must be recorded in voucher register and cash book. 


XII 
PRACTICE DATA 


The following transactions took place during the remainder of the fiscal 
year which ended August 31, 1916, and are to be entered as of the given date: 

January 3. A one year’s insurance policy at a cost of $250 cash was taken 
out on a stock of merchandise which had been removed to a warehouse, as 
stated below. 

February 1. The accrued taxes of $75 at date of purchase of factory site 
were paid. 

March 1. On account of the flourishing condition of the sales, an interim 
dividend of 4% was declared and paid. Noble’s was applied as a partial 
payment on his stock note. 
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June 15. The Boston Office Co. sent $5,000 of office specialties to be sold 
on a 5% commission basis for their account. 

July 1. A statement of affairs was received from Jno. Bach & Sons showing 
their insolvency and copy of an agreement signed by several creditors to 
accept settlement of all claims on a 40% basis. Your attorney, having been 
unable to collect and having investigated, advised the acceptance by you 
of their offer. Accordingly on July 27, a check was received from Bach & 
Sons for 40% of the balance as shown by your books. (Charge Jackson, 
Edwards, Hansen with 60% of $169.36, the part guaranteed by them, and 
Reserve for Doubtful Accounts with 60% of $256.25.) 

On August 15, 1916, the factory building was completed. The following 
expenditures had been made: for steel, concrete, brick and other materials 
$15,740.20; for labor of all sorts $11,579.35; for insurance, injuries incurred 
during construction, legal expense in defense, and interest on moneys bor- 
rowed for the building fund, $750; J. T. Noble’s salary $2,000; I. M. Builder’s 
fees and commission $1,113.51; and Builders’ Testing Laboratories $250. 
The factory was largely of concrete and numerous tests were necessary. 
Several purchases of cement had been returned as not being of the required 
standard. The company’s note for $10,000 had been discounted for $9,800 
and the proceeds placed in the Building Fund to finance the undertaking. 
The $200 discount is included in the $750 mentioned above. 

Noble reported that orders for machinery and equipment had been placed 
with sundry firms and that about three months would be required before the 
machinery could be placed and ready for operation as some of the machines 
were of delicate and complex construction and would require careful testing 
before acceptance. He suggested that orders for the raw materials used in 
the manufacture of the Knoxfraud be now placed to take advantage of a low 
market. Accordingly $10,000 worth was ordered, an advance payment of 
$2,500 being made on August 25 and charged to New Method Manufactur- 
ing Co. in the sales ledger to show our claim against them for the pre- 
payment—the balance to be paid when delivery is made, not earlier than 
October 31. 

Due to lack of floor space in the sales department and the necessity of 
carrying a large assortment of styles in stock at all times, on January 
2, 1916, a warehouse was rented nearby for a monthly rental of $100 pay- 
able in advance. Under date of August 31, 1916, enter a payment of 
$900. 


The receiving and shipping room quarters were also removed to the ware- 
house. On March 1, a portion of the warehouse was sublet at a monthly 
rental of $40 payable in advance. Enter a receipt of $280 under date of 
August 31, 1916, Services of A. Pinkerton for $20 a month beginning March 
I were secured to watch store, warehouse, and factory. Record on August 
31, 1916, a payment of $120. 

It was decided to close out the division of sundry office supplies and dispose 
of the balance on hand October 31 at a lump sum. 
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Instructions 


February 1. Refer to Practice Data VIII for the original booking of 
this item. 

March 1. Charge the interim dividend to Dividend account, since there 
is no Surplus on the books against which to charge it. 

June 15. No entry will be made of the Boston Office Co. consignment. 
(A memo entry in the journal may be made, if desired. This would consist 
merely of a statement of the receipt of the goods, with no extension of amount 
into the money column.) 

July 1. Handle the Jno. Bach bankruptcy with care. The basis for 
the entries indicated rests on the original sale agreement between the 
Acme Office Furnishings Co. and Jackson, Edwards, Hansen, Vendors. (See 
Practice Data V.) 

August 15. Record the discounted note for $10,000 as usual. Be careful 
not to post the discount twice. All expenditures are cash items. 

August 31. Charge A. Pinkerton’s salary to Warehouse Expense. This 
is not quite accurate, but sufficiently so. 


XIII 
PRACTICE DATA 


In addition to the special data given in Practice Data XII, the following 
transactions in due course took place: 

Make the record as of August 31, 1916 with summary entries. 

SALES JOURNAL—Sales to Sundry Customers were: desks and tables 
$200,670.20, bookcases and filing cabinets $153,803.40, and sundry office 
supplies $16,115.26. Cash sales were: desks and tables $35,000, bookcases 
and filing cabinets $21,500, and sundry office supplies $2,825.15. Return 
sales and allowances to Sundry Customers were: desks and tables $4,240.15, 
bookcases and filing cabinets $4,250.65, and sundry office supplies $675.50. 

CasH Boox—Received: from cash sales as above; from Sundry Custom- 
ers $269,359.50 less sales discount of $3,940.20; from notes receivable 
$5,000; from notes payable discounted $42,500 less $350 discount; from notes 
receivable discounted $15,000 less discount of $50. Disbursed for vouchers 
payable $359,720.40, of which $100 is chargeable to Building Fund (Noble’s 
salary). , 

JouRNAL—Gave our notes to Sundry Creditors for $8,500; received notes 
from Sundry Customers $25,200.50; notes receivable discounted were paid 
by makers at maturity $10,250; stationery was drawn from stock $250 and 
used for advertising purposes. 

VouCcHER REGISTER—Bought desks and tables $99,842.95, bookcases 
and filing cabinets $73,758.15, and sundry office supplies $12,684.40. Pur- 
chases discount was $2,153.40; in-freight and delivery $3,740.28; receiving 
and shipping room expense $2,690.14; light, heat, and power $725.16; sales- 
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men’s salaries $65,840.20; salesmen’s commissions $20,730.30; traveling 
expenses $42,420.70; advertising $12,280; sundry selling expense $940.03; 
delivery expense $7,280.90; warehouse expense $50; office salaries $11,600; 
stationery. and printing $450; collection and exchange $30.05; interest and 
discount $1,096.27; sundry office expense $72.15; telephone, telegraph, and 
postage $475.03; notes payable $47,250.19; rent $3,250; power equipment 
$5,000; taxes $160.15; Noble’s salary for August $200. (Charge $100 to 
Factory Building and $100 to Power Equipment.) 


Instructions 


These transactions are listed in summarized form to avoid detailed entry 
and, at the same time, to provide the necessary volume of business. They 
are to be entered as indicated. Use as little space as possible. 

SALES JOURNAL—Use 2 lines for the entries. Enter returns and allow- 
ances in their proper journal. 

Caso Book—Be careful to indicate by some distinctive mark all interest 
and discount items recorded in the Sales Discount column. No purchase 
discount on paid vouchers is given inasmuch as the cash book record of it is 
merely a memo, although providing data for checking the amount of unearned 
discount at the close of a period. It will doubtless be found that in this sum- 
marized method of stating transactions much detailed information is omitted 
(because not absolutely essential), that would be available under ordinary 
conditions. 

JourNAL—Treat stationery taken from stock as a credit to Sundry Office 
Supplies Sales; this is not included in the sales journal data given above. 

VoucHER ReEGisTER—For the sake of saving space, run all these transac- 
tions through on one voucher, using just one line for the entry, except in Sundry 
column, where use as many as are needed. $100 of Noble’s salary comes out 
of building fund cash, as indicated on page 675. 


XIV 
PRACTICE DATA 


Summarize the various books and post completely. Be careful, in sum- 
marizing, to show any extraneous items recorded, for the sake of convenience, 
in theoretically improper columns or books. 


XV 
PRACTICE DATA 


Take a trial balance of the general and sales ledgers and record them as 
usual, 
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XVI 
PRACTICE DATA 


Draw up statements for the year, supporting both the profit and loss 
statement and the balance sheet by schedules. (See Volume I, pages 411—- 
412 and 509-510, for suggestive forms and instructions as to methods of con- 
densation of data.) 

Take into consideration the following data: 

Rent income received in advance $40; warehouse rent paid in advance 
$100; interest accrued on notes receivable $50; salesmen’s salaries accrued 
$420; salesmen’s commissions accrued $125; advertising bills unpaid $100; 
advertising paid in advance $250; stationery on hand $50. 

Insurance: first policy, one year, bought October 1, cost $125, part un- 
expired $10.04; second policy, one year, bought January 2, cost $250, 4/12 
unexpired $83.33. Taxes for the year 1916, estimated $565.42, 2/3 used $376.- 
g5. Purchases discount not yet taken advantage of on unpaid vouchers, 
$475. 

The Knoxfraud patent had 15 years to run when purchased. Write off 
1/15 of its value, it being the policy of the company to maintain an experi- 
mental laboratory and so overcome any possible supersession. Write off 
organization expense and good-will 5% each. Create reserves for: furniture 
and fixtures 10%; delivery equipment 15%; doubtful accounts 4% on all 
sales gross. Take no account of depreciation on factory building or power 
equipment. 

Inventories of stock-in-trade: desks and tables $4,943.86, bookcases and 
filing cabinets $1,521.31, sundry office supplies $3,197.20, total $9,662.37. 

In-freight and delivery: charge $2,500 to Desks and Tables purchases, 
$2,100 to Bookcases and Filing Cabinets Purchases, $297.69 to Sundry Office 
Supplies Purchases. 

Light, heat, and power: charge 3/4 to Selling, 1/4 to General Ad- 
ministrative. 

Receiving and shipping room: charge 3/4 to Shipping, 1/4 to Receiving, 
of which 50% to Desks and Tables, 45% to Bookcases and Filing Cabinets, 
5% to Sundry Office Supplies. 

Rent: charge 4/5 to Selling, 1/5 to General Administrative. 

Insurance: charge $335.24 to Selling, $41.75 to General Administrative. 

Taxes: charge all of the 1915 taxes ($160.15) to Surplus. 

Discount on stock: charge to Factory Buildings. 


Instructions 


Most of the above data are necessarily arbitrary, particularly the basis 
for distribution of the various expense items. For many such items, even 
in practice, a more or less arbitrary basis must be adopted. See Chapters 
III, XIV, and XXVII for a brief discussion of this point. 
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The student may object to the indicated methods of handling some of the 
items but is asked to make the record as suggested. Any necessary correc- 
tions will be made later. 

Draw up all formal statements, for presentation to the instructor, on blank 
paper, letter size, i.e., 834 x II inches. 


XVII 
PRACTICE DATA 


Adjust and close the books in accordance with the information given in 
the preceding Practice Data XVI. 

The student is referred, for illustration of the work of adjusting and closing 
the books, to Volume I, Chapters XXIX, XXX, and XLIII, and to certain 
portions of Chapters XIV and XIX of Volume II. 


XVIII 
PRACTICE DATA 


The results for the year proving very unsatisfactory in comparison with 
the volume of business transacted, N. G. Goodman was retained to make an 
audit of the year’s operations in an effort to locate the trouble. In his report 
covering the audit, he called attention to the following items: 

(a) In the Trade Debtors are included two charges, viz., advances to 
salesmen $500, and New Method Manufacturing Co. for purchases $2,500, 
which are in no sense charges to customers. 

(b) In the Notes Receivable is included Noble's note given in payment 
of the balance on his subscription to capital stock $1,000 but now reduced to 
$600 through the application of his March dividend as a partial payment. 
This does not belong in Notes Receivable account. 

(c) There is on the books no record of the Boston Office Co. consignment 
received on June 15, 1916. Investigation showed that on July 2, a sale of 
$4,500 was made from the consignment and the balance was included in the 
Sundry Office Supplies Inventory, being there valued at $1,000. It was ascer- 
tained that the freight and cartage paid on the incoming consigned goods 
amounted to $25.12, and had been charged to the In-freight and Cartage 
account. 

(d) The inadequacy of the purchases system was shown. Perhaps due 
to the fact that during the year the main stock was withdrawn from the store 
and the immediate supervision of the responsible head and placed in the ware- 
house, the stock had been allowed to run down so that it amounted at the 
close of the year to only $9,662.37—correct value being $8,662.37 when 
allowance for the inclusion of the Boston Office Co. consigned goods was 
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made—as compared with $42,282.27 on hand at the beginning. Suggestion 
for the installation of a distinct purchasing department and the introduc- 
tion of a stock record was made in order to keep track of the condition of the 
stock. 

(e) The depreciation of good-will is to be reversed. 

(f) The discount on capital stock, charged to Factory Building, is to be 
taken out and shown as a separate item under its own name. 

(g) An analysis of the sales developed that: on desks and tables sales 
gross profit was 47%, and rate of turnover was 9+; on bookcases and filing 
cabinets gross profit was 38% and turnover 6.4-+; and on sundry office sup- 
plies a gross loss of 17-+% was sustained and the turnover was only 3+. 
Taken as a whole, the selling expense was too high, very probably due to 
salesmen’s abnormal traveling expenses and commissions. The present com- 
missions policy was severely condemned as tending to an increase of sales 
without regard to the financial standing of the customer. For the purpose 
of establishing a consistent policy of passing on credits and following up col- 
lections, the installation of a department of credits and collections was advised. 

(h) It was advised that the petty cash be taken out of the bookkeeper’s 
control. 

(i) Of the 1915 taxes charged to Surplus, one-third should have been 
charged to Profit and Loss. 

Make all of the entries necessary to adjust the books in accordance with 
the auditor’s suggestions. Post, close, and draw up corrected statements, 
including the adjustments to Surplus. Supporting schedules may be omitted; 
the condensed statements will be sufficient. 


Instructions 


Study carefully all the suggestions made by Goodman and determine the 
proper correcting entries. All necessary accounts have already been set up 
on the books. 

The principles involved in suggestions (a) and (b) are covered in Chapter 
XII. For (c) see Volume I, Chapter L, and Volume II, Chapter XIII. Take 
cognizance of the accrued commission. For (e) see Chapter XVIII, and for 
(f) see Cnapter XXI. For the surplus statement to show all adjustments 
made through it, see Chapter XXIII. 


XIX 
PRACTICE DATA 


September 2, 1916, the remainder of the Bosten Office Co. consignment 
was sold for $1,250 cash and our check sent for the balance due them. Desks 
and tables $575, and filing cabinets $250, were taken from stock for use in the 
factory. Additional benching and racks were bought for $450 cash. Shop 
and hand tools cost $875.25 cash. 
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September 10, 1916 a one-year fire insurance policy covering factory build- 
ing and equipment was bought from the Northwestern Fire Insurance Co. 
for $584.68. f 

At a meeting of the directors and stockholders for the purpose of reviewing 
Goodman’s report and forecasting a policy for the coming year, the following 
items were thoroughly considered: 

(a) Inorder to pursue a vigorous sales policy such as would now be neces- 
sary and along the lines suggested by Goodman, immediate purchases in large 
amounts would have to be made. 

(b) The company’s credit, at the present time, with more than $70,000 
of current payables outstanding, would not bear further expansion. Ready 
funds of at least $20,000 would have to be provided within the next month 
to take up outstanding notes and the more pressing bills, to say nothing of 
the amount needed to take advantage of all discounts offered on new purchases. 

(c) The contracts entered into for purchases of machinery and raw mate- 
rials would soon have to be fulfilled, requiring an additional sum of $20,000 
to $25,000. 

(d) In view of the policy previously determined to close out the division of 
sundry office supplies on October 31 and push with vigor the new Knoxfraud, 
a widespread advertising campaign was decided upon for the next six months 
in order fully to present the need for the new device and its merits. It was 
estimated that $15,000 or $20,000 would be required for this. 

(e) The absolute necessity for additional capital was apparent. Before 
the company could hope successfully to secure subscriptions to a new issue of 
stock, not only would that stock have to be made attractive, but the company’s 
condition as to surplu$ would have to be improved. Accordingly, it was 
voted to donate 10% of the capital stock into the treasury and offer it for sale 
first to the present stockholders and then to the public at not less than go. 
Then it was ordered that the capital stock be increased by the issuance of 
$50,000 of first preferred 6% cumulative, and $25,000 of second preferred 8% 
non-cumulative, both classes of stock to have further participation on the 
following basis: 

In the event of dividends in excess of the requirements for the preferred 
stock and 6% on the common, the first preferred should share 1/3 and the 
common 2/3 of such excess for an additional dividend until they should have 
received in all an 8% dividend and so be placed on an equality with the second 
preferred. Of all further dividends the common was to share 3/4 of the 
amount of such excess dividends, and the two preferred classes the other 1/4 
distributable between them in the ratio which the amount of each outstanding 
bore to the total of both classes outstanding. It was decided, at the time of 
the application for an increase of capitalization, to change the name of the 
corporation to the Knox-Davis Manufacturing Company. 

The necessary legal requirements for increasing their capital having been 
met, the present stockholders took all the treasury stock at 90, and the two 
classes of preferred were entirely subscribed for at par, payable %4 down and 
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the remainder subject to two equal calls at the end of 4 and 8 months respec- 
tively. Cash was received for treasury stock in full and for the preferred as 
indicated, i.e., for the 1/2 downin cash at the date of subscription. Permission 
was granted to change the name of the corporation as recuested. 

Make the entries to record the above data under date of October 25, 1916. 
(Charge the discount on stock against the surplus received from donation.) 
Transfer the cash balance in the Building Fund into the General Cash, there 
being no longer any need of the separation. 


Instructions 


September 2. Make careful calculation of the balance due Boston Office 
Co. Record in the general journal the stock drawn for factory furniture and 
fixtures, as a credit to proper sales account. 

October 25. Transfer of the balance of Building Fund cash back to 
General Cash is effected in the same way as the original creation of the fund. 
Issue certificates of stock to new holders. 


XX 
PRACTICE DATA 


By October 31, 1916, all of the sundry office supplies had been closed out for 
$2,000 cash. 

The raw materials contracted and partially paid for on August 25, were 
received, and on November 10 a check for the balance due less 2% discount 
on the contract, was sent-to the New Method Manufacturing Co. (Be sure 
to book the proper charge to Raw Materials.) Materials were peared for 
one year at a oost of $175 cash. 

On November 30, the last of the machinery was received from the Harvey 
Machine Manufacturing Co. and installed. The invoice cost was $15,000, 
of which $12,000 was paid in cash and the company’s note secured by mort- 
gage on the machinery was given for the balance. In-freight and delivery 
on the machinery amounted to $675.40, and placement expense (not including 
concrete platforms and piers which had been charged to the building at a cost 
of $750) amounted to $225, all of which were paidin cash. Noble’s salary for 
the three months while passing upon and superintending the placing and 
erection of machinery is to be charged $400 to Machinery and $200 to Power 
Equipment. The additional expenditure of connecting the machinery with 
the power—including shafting, belting, labor, etc.—amounted to $550.50 
cash, 

On December 2 an insurance policy for one year covering machinery was 
purchased for $275.40 cash from the New Jersey Mutual. 

Full factory operations were commenced on December 1, 1916, and orders 
were taken for Knoxfrauds for delivery beginning with the first of the year. 
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It was determined to extend the current fiscal period and not close the books 
until December 31, 1917. 

Call No. 1 on unpaid subscriptions to capital stock for one-half the out- 
standing was made on February 25, 1917. 

The advertising campaign was producing results so that to fill orders the 
factory had to work two shifts of men beginning with March 1, 1917. Asa 
result of seeming prosperity and a discontent engendered by labor leaders 
who had recently unionized the works, a demand for a 15% increase in wages 
was made and refused, resulting in a walk-out on March 30. A patrol against 
strike-breakers was established on April 2, after about one-third of the full 
complement of workers needed for operation had been secured. Some of 
these defected and the rest were quartered in the shops to prevent violence. 
After three weeks of partial operation at an increased expense of $1,500 di- 
rectly attributed to the strike, one of the boilers exploded damaging the build- 
ing and equipment, the resulting fire consuming supplies and damaging raw 
materials. An investigation placed the blame on a half-crazed workman 
whose sympathies were with the strikérs. Hospital fees for injured work- 
men amounted to $500. (Record these two items as cash expenditures for 
the purposes named under date of April 20.) The insurance companies 
settled the losses as follows: the building and the power equipment on which 
the estimated damage was $3,500 were placed in complete repair; the esti- 
mated damage on materials, determined after an inventory and comparison 
with stock records, amounted to $4,000 and was covered by $3,200 insurance 
which was paid. In making the estimate, scrap value of damaged goods was 
placed at $1,000 but only realized $750 when sold; machinery costing $3,500 
on November 30, with a scrap value of $500, realized on sale by the company 
$650, the insurance received being $2,000. (Depreciation on the machinery 
at the rate of 81/3% annually on cost value is to be taken into account, and 
the portion of the unexpired insurance—roughly estimated at $150—now 
canceled by the payment of the insurance on both raw materials and machin- 
ery is to be considered in making charges to the Fire Loss account.) Addi- 
tional loss and expense due to decreased production and cancellation of 
orders because of not being able to deliver goods when promised was es- 
timated at $7,500. The strike was finally settled by granting a 5% increase 
in wages. 

The directors had under consideration the incorporation with the Knox- 
fraud of a patent listing and adding device owned by J. Q. Osgood. In view 
of the need of some additional capital anyway due to the strike losses, it was 
decided to incorporate the new device now, since it would be easier to make 
the needed changes at this time than after operations had been resumed. 
Accordingly, a rearrangement of the machinery was necessary to make room 
for the new machinery and place it for proper routing of the product. This 
entailed a cash expenditure of $750 for the rearrangement, and $5,500 for 
new machines to replace those disposed of and to manufacture the new device. 
(Make the record as of April 30.) The contract entered into with Osgood 
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was on a royalty basis per unit turned out by the machines and for one year’s 
time beginning May 1, 1917. The directors decided on a continuation of 
the advertising campaign. To provide funds for these purposes a bond issue 
was determined upon—$20,000 20-year 6%, interest coupons redeemable 
November 1, and May 1,—secured by mortgage on the factory and its equip- 
ment. The trust agreement provided for the payment at the close of each 
fiscal year of $750 out of profits into the hands of the Guaranty Trust Co. 
for investment in securities until a sinking fund sufficient to retire the bonds 
at their maturity shall have been established. $15,000 of the bonds were 
offered for sale and were purchased at 95 for cash except one purchase 
on a note for $950. The remaining $5,000 were held in the treasury until 
needed. 

Record the above transactions as of the dates given—the bond transactions 
took place on May I. 


Instructions 


October 31. The columns in sales journal, sales returns and allowances 
journal, and voucher register headed “Sundry Office Supplies,” will now be 
given the headings “ Knoxfraud” for the first two journals, and ‘‘Raw Mate- 
rials’’ for the voucher register. 

November 10. A part of the charge to Raw Materials must be made 
in the general journal. ‘Prepayment on Purchases’ account will be 
closed. 

November 30. Record the note payable secured by mortgage under the 
title “Purchase Money Mortgage on Machinery.’”’ Voucher the cash portion 
of this purchase of machinery. Transfer the cost of concrete platforms from 
Buildings to Machinery accovxt. This had previously been charged to 
Buildings and is merely a transfer entry here. Run Noble’s salary through 
the voucher register as a cash transaction, making the proper distribution of 
it. The payment of $550.50 for connecting power is to be charged to Power 
Equipment. 

April 20. Charge these two items as cash expenditures to Strike Costs, 
In accounting for the fire losses, clear the accounts of their original values 
by transfer to Fire Loss account (Raw Materials Purchases $5,000, and Ma- 
chinery $3,500 less depreciation for 4 2/3 months, i.e., from November 30 to 
April 20). Credit Fire Loss from the cash book with the insurance received 
and with the cash received from sale of scrap. Charge Fire Loss also with 
the canceled insurance premiums. Record all of this under date of April 20. 
(The student is referred to Chapter XXXII for a full treatment of fire loss 
adjustments.) 

Indirect losses due to strike must not be brought onto the books. 

No sinking fund entries will be made till the close of the fiscal year. 

May 1. Handle the sale of bonds in cash book and general journal. 

Treat the note received as a ‘‘Note Receivable Special.” No record will 


be made of the unissued bonds. 
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XXI 
PRACTICE DATA 


The remaining data for the 16 months ending December 31, 1917, have 
been summarized in most instances and were as follows: (In making record, 
use the dates given or December 31, where none are given.) 

June 1. A dynamo costing $525 on August 31, 1916, was sold for $415 
and a larger one purchased from the General Electric Co. at a cost of $975.50 
installed. (Take into account depreciation at 12 1/2% per annum.) Addi- 
tional motor trucks were purchased from the New Model Truck Co. for $1,790. 
(Entry was made at $1,740, taking into account a special discount of $50 for 
payment within 10 days. Through oversight the voucher was not paid till 
July 1, thus losing the discount.) 

June 25. Call No. 2 was made for the balance of unpaid subscriptions 
to capital stock. 


VouCHER REGISTER—Bought desks and tables $200,431.95, bookcases and 
filing cabinets $149,878.79, raw materials $62,749.63. Purchases discount 
was $4,290.89; in-freight and delivery $8,650; pay-roll, direct labor $99,475.50, 
indirect labor $11,900.17; engineers and firemen’s wages $5,125.67; building 
maintenance and repairs $200; machinery repairs $193.50; receiving and 
shipping clerks $1, 550.20; assembling and setting-up labor $500.80; salesmen’s 
salaries $173,790.25; traveling expense $91,475.89; salesmen’s commissions 
$79,612.40; delivery men $3,500; office salaries $15,900; patterns $1,250; 
factory work benches $75; experimental laboratory $2,500. Materials pur- 
chased for building maintenance and repairs $326.40, for machinery repairs 
$85, for patterns $550. Coal and water cost $11,193.40; sundry light, heat, 
and power expense $1,062.60; packing and shipping supplies $4,469.70; 
delivery expense, including motor-truck repairs and maintenance, $12,989.14; 
taxes for 1916 $585.43; factory supplies $1,124.17; sundry factory expense 
$750.28; royalties $875; insurance, including employers’ liability insurance 
for factory workmen, $2,277.45; warehouse expense $540; warehouse rent 
$850; sundry selling expense $2,196.40; rent $7,500; stationery and printing 
$2,310.17; telephone, telegraph, and postage $1,092.15; sundry office expense; 
$1,312.43; collection expense $1,025.43; interest and discount $902.20; 
bond interest $450; materials for laboratory $1,500; legal expense in defend- 
ing patents $175; street and sewer improvement tax on factory site 
$525.60; advertising $123,470.10; notes payable paid $25,261.75; notes 
receivable discounted but protested and charged back, $1,260.50; advances 
to salesmen $1,500. 


SALES JOURNAL—Sales to sundry customers: desks and tables $290,721.15; 
bookcases and filing cabinets $204,422.20, Knoxfrauds $351,622.50. Cash 
sales were: desks and tables $91,213.10, bookcases and filing cabinets $71,253.20, 
Knoxfrauds $124,121.25. Sales returns and allowances were: desks and tables 
$10,192.50; bookcases and filing cabinets $8,269.10, Knoxfrauds $21,569.65. 
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CasH Boox—Received: from cash sales as above; from Sundry Customers 
$624,736.74 less sales discount of $15,962.14; from interest $750; from notes 
receivable discounted $19,260.25 less bank discount of $210.25; from notes 
receivable $10,192.60; from rent income $160—the sub-lease on the ware- 
house was canceled because the room was needed for increased stock; from 
first call on outstanding subscriptions to capital stock $18,250, from second 
call $18,000. Disbursed: for vouchers payable $1,005,833.95. 


JournaL—Received notes from Sundry Customers $59,370.50. Gave 
notes to Sundry Creditors $45,000. Notes receivable discounted were paid 
by makers at maturity $12,379.60. Trade debts proved uncollectible from 
bankruptcy or other cause to the amount of $3,572.40. 


Instructions 


June 1. Charge the loss on sale of dynamo to Loss from Sale of Powe: 
Equipment. Accrued depreciation for g months must be taken into account. 
Run the neglected discount item through on a new voucher, making cross- 
reference to the original. Be sure to make proper distribution of it. 

June 25. Call No. 2 is for $18,750. 

Voucher Register. Make careful distribution of all items—particularly 
as between capital and revenue charges. Discounted notes receivable pro- 
tested will be charged to Sundry Customers. 

Journal. Make here also the entry necessary to complete the record of 
the discounted notes which went to protest, as indicated by the voucher 
register entry above. 


XXII 
PRACTICE DATA 


Summarize and post the books and take a trial balance as of December 31, 
1917. Record the trial balance in the usual place. 


XXIII 
PROBLEM 


A trial balance taken from the general ledger of the Metal Bed Manufac- 
turing Co. for December 31, 1917, showed as follows: 


BYE SEVEN, lobo c. clo cnc eb cas aoc eee ne oe $325,198.67 
Bed Sales Returns and Allowances,......... $10,240.80 
BedeAccessoresioaleciwnnn ern cis sit 192,460.90 
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Bed Accessories Sales Returns and Allowances 
iRawa Matertalelna ventory, marten een ers eerie 
Ihe Pigentsd mts eiatel IDA EIS. cons oa coal edu Egan’ 
IBXSGIS til IBRACETS. ono aumecd6 aus oOo ooUn Guo Od 
inishedsB cdsaan eet eeeeits incre eh et 
N\ecessomesm ventoryaene aceite eerie 
Direct Walon. weve tase eet teen ee eens 


Machinery Repairs and Renewals. .......... 
Rawalviatenial SP trchaces enum rniier niente: 
Raw Materials Purchases Returns and Allow- 

NOLS SIR AS Ae. OMT EIR ORM AMR yao cma. c 
INGOCSSCHISS IPHONES don Ghoonoooanoboboe 
Accessories Purchases Returns and Allowances 
INGhigorn tek aleeaesne A ymaaned oe some ere tome oh a0 
Salesmenicnsall atiese rams, aeiercns et Verner rear 
Shilessaneial’S (Coramanmiseienns a6 cogascscueadonce 
ABAD XSI, £4 odeadduescconobobuduc 
Out-MreichGandns bippingemne erica 
IDGUGH7 IBA Gb ea anows vows Gon ob bods 
Insurance on Sales Room Stock............. 
Insurance on Factory Materials............. 
Insurance on Buildings and Equipment. ..... 
Miscellaneous Selling Expense.............. 
Ofhice;Salanieszas ence rico keccemerer nr nar sea 
Enterestian dal) 1Sco tinitaysuse mre aerh mete en ee 
Bari icyl xp CN SC as perenne ees ener ere A 
Office Furniture and Fixtures............... 
Depreciation Reserve Office Furniture and 

(RED AUBER SCP re Grog ee Moet ae Oli ne Ue Anan Ok ai 
Ohutlee Sue cavedudsousonocb 4dondodans 
Miscellaneous Office Expense............... 
i@aselnvollél (GS) SEBS) 6 on so snaouccesuaauauss 
Extinction Reserve for Leasehold........... 
IB uid im GA cpm ieee pertete ky ee ee ede eee ae 
Depreciation Reserve for Buildings 
Machin eryppercy cactus cuts. cui keine een tes 
Depreciation Reserve for Machinery......... 
Tools 


Dite Serhit OVO Cae tie thee Ch Chey nO Olona 


Depreciation Reserve for Patterns 
Factory Furniture and Fixtures 


8,175.25 
25,240.16 
1,460.24 
15,970.20 
42,490.70 
19,580.65 
35,918.60 
10,37 240 
8,917.18 
5,890.10 
3,300.00 
575-00 
175,460.18 


95,040.81 


4,800.00 
13,690.75 
4,610.15 
10,111.25 
790.20 
3,816.25 
475-00 
820.00 
1,890.00 
4,175.30 
15,210.40 
3,620.55 
125.45 
1,240.00 


720.20 
1,810.65 
99,000.00 
125,000.00 


72,520.70 


5,140.17 
7,500.00 


8,100.00 


9,840.66 


4,890.06 


620.00 


24,000.00 
50,000.00 


21,490.16 


5,405.14 
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Depreciation Reserve Factory Furniture and 


ISte ato is 4S cia. dis Sota eeas otros Senate 3,190.20 
Sales Room Furniture and Fixtures.......... 10,250.00 
Depreciation Reserve Sales Room Furniture 

aun Gl MEX CUT ES ropraebe aioe couric aes nyeraes Aa alane 4,330.10 
SAlesMMISCO UM Len mecaneretas te Seals wire arthencestas 8,440.05 
PianahasesplD isco tin tayrtecee.e s+ bos io rane 10,375.90 
(Gro GEN Verse peters sacra. cas ee nee eee teks Fs 50,000.00 
Accounts! Reccivabler pss te ne hee ee 110,472.05 
IN@UEIRGeShya Ga sean cccoGem anode oGmoomer 5,640.10 
PA CCO Ulta Ma Valo aerials sie are siecle) nee aie ono 62,490.35 
INObESE Pay aile memes cre cic scree Re ora 10,000.00 
IMonEracePayvablet~rines scent uc cisaw eece 15,000.00 
Dec nya Gast mrt wires act erence noma 150.00 
Swipes. yA Oa See Selon One erred 150,154.24 
Riesepveior Doubeul Accounts. 2 4..9.2. 06. 3,519.72 
Chaypnitall Sivoelle Coveainntone 5 Hab sacnnenconiaeoo 100,000.00 
Gapitalistock Preferred (6.%G. . -1se4-20. ee + 50,000.00 
farina uNataomel Bama sels tele oe dae oe 10,114.55 
Common Diva endeNo.6e7 5. aie pie ie kee 2,000.00 
Preterred Divadend No. 25 annie -sip irs onehe ast he 1,500.00 


$1,042.966.04 $1,042,966.04 


The company conducts a factory for the manufacture of metal beds. It 
deals also in mattresses, springs, bed furnishings, etc., which it buys ready- 
made and sells to the retail trade. Its two classes of sales, beds and acces- 
sories are kept distinct. 

Draw up a balance sheet and profit and loss statement for the year, taking 
into account the following inventories and other adjustments: 


Inventories: 
awa Tatbenalsanmtcnte crac creck ich aatreys cece ase tee $31,216.15 
Bedskirts ProCesonmm tice se aerate me ociector eeleyire cetne re. 18,793.80 
JR Ganeslayere LASHES Shy je ribet ehaec a ROEM Reece cre os aly as Dat ee Re 31,470.95 
Bed Accessories. ...... PPT Rey tic Medsr aise Oem ee etenatsa teas 24,640.10 


Accrued Expenses: 


ID siete nal be sXosam tare olay ona acl ots GER EO ee rRE renee 690.20 
Incineau wuaborep ey eirase. aaeeat mite ti ameniawe mets mult an : 325.00 
RET me sedeee Lt es IEE SO ROUEN ist CEE Boece Stead eek 300.00 
Nplate lea att cl ROW eliedy uth aelevery 1 tates woken beta reis 180.20 
PAI eRUISIM OY, MEME AeA PSR Tey:  apeh ate der MOA tE PM reeds senna 590.00 
Salles WOMmMIMMISSIO MSL Tee, Gee ler sch teTe ie fol ste eaheneyshvtaes hater air 319.40 


TG CRCS Veer Ma ape reieyeks io Sots Less oh Say th 2 s0) sere ON etal 150.00 
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Prepaid Expenses: 


Coals Waste Oileetconeem ener eka eee eta ar $125.00 
ING HE MAONe sc ohe.o saad OOUmeD ES 608 S008 GomounG ses0 Cc 300.00 
Office; Supplies syne eee ete ute ater see 75.00 
SfValle DMC eS oan o ndoos one AgmesoUDO ORO DED OW ODOM 125.00 
Ibasenrennres Orn, SENSES INoreran SWOOK. o octoaneotosovccecne 50.00 
Imsuranceon Pactomy ly lateiiallsee ire rierrt ate tree trae 125.00 
Insurance on Buildings and Equipment.............. 256.40 
Interest earned on Notes Receivable but not yet due...... 75.20 


Depreciation is estimated as follows on a yearly basis: 


Office Furniture and Fixtures............. Sau auo 
Factory Furniture and Fixtures........... 10% 
Sales Room Furniture and Fixtures........ 10% 
AB YGRUKGLUR CIS tale Maier cee nec’ Guan cAete el et eee Mes Naar Seer 2% 
IN Exe aubavetey gs Sas Gene Sera So emia a ESR Oe E 10% 
[PERAK Sealant o ets one eD Cee oc oe 20% 


The leasehold was originally for 99 years of which 25 years have now 
expired. Bad debts are calculated as 2% of the accounts and notes outstand- 
ing. Tools now on hand amount to $4,800.25. In-freight and drayage is 
to be charged 55% to Factory and 45% to Selling. Light, heat, and power 
charge 90% to Factory, 9% to Selling, and 1% to Office. Rent, charge 60% 
to Factory, 35% to Selling, and 5% to Office. Insurance on buildings and 
equipment distribute according to the values invested, separating buildings’ 
values on the same basis as rent. Dividends No. 26 for 3% on preferred and 
No. 38 for 6% on the common are declared and paid. 


Instructions 


The leasehold was purchased for a lump sum with provision for the pay- 
ment of a small annual rental in addition. The rent item on the books covers 
this charge. $1,000 a year is the amortization charge on the leasehold. 

Insurance on buildings and equipment covers buildings, machinery, 
tools, patterns, and office, salesroom, and factory furniture and fixtures. 
Be careful to distribute this among the manufacturing, selling, and office 
sections of the profit and loss summary. Separate the asset values of these 
items, which show investment in the factory, the selling section, and the office 
section of the plant, and distribute the insurance on the basis of the invest- 
ment shown. 

Depreciation on buildings will be distributed also on the same basis as rent. 

Dividends 25 and 37 have evidently been paid but not yet charged against 
Surplus. This is sometimes done when it is desired to charge an interim 
dividend against profits of the current year. In drawing up the balance sheet 
take cognizance of the fact that dividends 26 and 38 have also been declared 
and paid though not yet booked. 
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Support the balance sheet and profit and loss statement with the cus- 
tomary schedules. The ‘Cost of Goods Sold" schedule must in turn be sup- 
ported by a schedule showing the ‘Cost to Manufacture.” As explained in 
Chapter III, in the cost of goods sold schedule the cost of goods manufactured 
—shown by the cost to manufacture schedule—takes the place of the item 
“Net Purchases” in a trading business. A typical form of manufacturing 
statement is shown below. 


XHIBIT B—SCHEDULE I 
CoGswELL & Sons, MANUFACTURERS 
Cost TO MANUFACTURE, FOR THE YEAR ENDING DECEMBER 31, 1917 


FIRELESS COOKERS: 
Raw Materials: 


ia Ventonvy, platiataye le EOL 7m Wass nu aye $25,000.00 

iptinehia Sesay Neu saras mie a8 | ee 5 000500 

In-Freight and Cartage........ 5,000.00 130,000.00 

$155,000.00 

Less' Inventory, December 31, 1917....-....- 28,100.00 
Cost of Raw Materials Used in Manufacture................. $126,900.00 
PD iLeGcMlea DOL mee mente ee es SoA eR nites RE nba: ERE 178,600.00 
ciinien COS Lewes aeRO ee eee cc rericle Meee ee te oe We eee $305,500.00 
Factory Expenses: 

adirectsMalboriwe mar etrrtte crete cone oe $30,000.00 

ici leatwatid Bowerman: acces 20,000.00 

HACtOn ye OUPDILES wrernraer rrr acerca es 5,000.00 

WLNGinys MACLOLy I) kPenses een aires i eae « 1,500.00 

Machinenys Repaitcaemre cris crickets comin c= 750.00 

Building Maintenance and Repairs......... 1,225.00 

De preciationtemmem cm ciate we 2 eet eel 6,210.00 

IMSUPANCe Met sucess cclais cls sles oe ma eek 850.00 

pI CG amen perpen aetomiste cies Geis sore Gustansre Arnot 2,195.00 

JEON EVES, coed tener esha Aired ence RRC rae cae 15,276.00 83,006.00 


$388,506.00 
Deduct, excess of: 
Goods in Process, December 31, 1917 over... $40,210.00 
Goods in Process, January I, I917.......... 32,794.00 7,416.00 
Cost of Finished Cookers (carried to Schedule 2)............. $381,090.00 


As stated above, this ‘‘Cost of Finished Cookers”’ is carried to Schedule 2, 
“Cost of Goods Sold,”’ where it is combined with its initial and final inventories 
to develop the cost of the cookers sold during the period. With the excep- 
tion noted, this schedule, for a departmental business, follows the forms al- 
ready shown and will not be repeated here. ‘The same thing is true of the 
other supporting schedules. 
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XXIV 


PROBLEM 


Using the information of Problem XXIII and the statements drawn up 
there, prepare adjusting and closing journal entries covering just the manufac- 
turing activities of the business. 


Instructions 


It is desired here to give the student practice with the group of entries 
with which he is not yet familiar. The adjusting and closing entries covering 
the other activities of the business follow the methods already explained. 
In summarizing the manufacturing group of entries, the process is the same, 
in the main, as other summary entries. The exact entries necessary depend, 
of course, on the accounts carried and the way in which they are used. This 
applies particularly to the use of one or several different inventory accounts 
and the Goods in Process account. 

To bring the goods in process inventory on the books requires a debit to 
Manufacturing and a credit to Goods in Process to clear it—i.e., Goods in 
Process—of the initial inventory, and then a debit to Goods in Process and 
a credit to Manufacturing to set up the present inventory. This secures the 
proper charge or credit, for the excess of the one inventory over the other, 
necessary to develop the correct cost to manufacture. 

Where a [inished Goods account is carried, it is sometimes used as an 
inventory account, in which case the method of handling it is similar to that 
of Goods in Process excepting that the Finished Goods account is used in 
connection with the Profit and Loss (or Trading) account instead of the 
Manufacturing account. When Finished Goods account is used in this 
way, the balance of the Manufacturing account, i.e., the cost of goods 
manufactured, is transferred im toto to the Profit and Loss account in which 
the cost of the manufactured goods sold is developed. Where other com- 
modities are dealt in, in addition to the manufactured product, this may result 
in an awkward and inconsistent method of developing the costs of the different 
commodities sold. This has sometimes led to the use of the Finished Goods 
account somewhat on the lines of a purchases account. To it the balance of 
the Manufacturing account is transferred, and the cost of finished goods sold 
is developed in it by bringing the two inventories into this account. This 
necessitates the use of a Finished Goods Inventory account in addition to 
Finished Goods account—or finished goods inventory may be set up in Mer- 
chandise Inventory account, where only one inventory account is carried. 
The cost of manufactured goods sold is then transferred from Finished Goods 
account to Profit and Loss account, where, together with the costs of the other 
commodities sold, it helps to effect the closing of the books. 

In this problem use the Finished Beds account as an inventory account. 


PRACTICE WORK 
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XXV-XXVI 
PRACTICE DATA 


Prepare a condensed balance sheet and profit and loss statement as of 
December 31, 1917, taking account of the following adjustments and inven- 
tories. Also draw up a statement of surplus for the 16 months of the current 
fiscal period. 


Coalandseowersuppiiesion Eland sepa tean ie see elias $1,240.19 
Rackinge Material sioniland atnieryase erie ab eno cise astern: 340.20 
(EAacolinevomy blam Ch atoeyee Amepusn at Seater Oley ea harriers te caYsier aes sees tee 125.00 
RACEORVRO UDC Meee Ire Mone te ah ty AER be eee oUt tis tein Ae sce 100.00 
hasumaiCes Umex pur. trepatenctn = cts rome esi Moa Dee eape a certs Pas 4G 540.23 
VV SiR SINO ISS UNS iNG Iasi ewok, 1 A cusMln oma as veto omar eee mene 6 150.00 
SUDiclomvereye Oimlelsiavels, 4 mana Soares eet OO eens Demet Serer Eee 150.00 
Experimental Laboratory Materials on Hand................. 425.00 
ANCKHORGSIING IPRe Oph. \y ow een ag bee See Mea eos Seer Te Dee oan 500.00 
Purchases Discount Not Yet Taken on Unpaid Vouchers....... 840.22 
AGRE SrA Of apoenclee Sele a eames lemmas oh mee cane arenes 1,000.00 
Directe la pOnenCCrued nc spans. pee he Sie tones neal oe ape selene eras 1,793.75 
lbave hie DAN RO eMACSghise edd ooie & aan ace Gael ceen ay Secs 225.33 
ngimecrs ands riremens Wages wAccried sana ste eae ee 125.67 
Receiving and Shipping Clerk’s Wages Accrued............... 75.50 
Assembling and Setting Up Wages Accrued................... 15.00 
Salesmen ei odlatiese\ Cried ny a raicet) vette) eae nee ESS = 2,524.50 
SHilesmacn'S (Croraramesi@ine NGCAREEl). no ou o oom ooo oto Md boob 1,360.18 
iDelticrmpenems WARES NCSRIEGI, .nconncdbnad bnuaueeusuaasgoec 67.50 
Royalties A COPucd suet wis ssanneisise a sesieheaie gels nis Hina Lope ee sees 150.00 
Ren Ge NC CHULC CN mR penta Rea oye cee A en Meee e Star ae edt. oie af ta iene eed ter edeoe 400,00 
einbenes stench Ol Chama Meer entemeacte towedsisl poise eee arbi elo caus dys srs, aieasct 17.2 

iaxccromelNaClonye NCCl Ue on wer stele Sel arrier ke ser uses ets eas 819.37 
Rapes (orl) Syeolel eu cimaKeGlea aaimaoeemiaun a Ouwcod ee ook one co oe 395.62 
IBondmelinberesteaCenmed 4 Jere a. etete. sere sr cdo baton sae eleds, se gay teeRe ones 150.00 


Inventories of stock-in-trade and raw materials were: 


Desics peaumrch plu LES rap ey rea Psyc, tease ch eyeyoh Legh ere ch yercidend Biel $20,855.10 
Boo kcascsrandentlinon Gabinetsnmrrm teint eZine aieiacie ¢ 17,671.40 
Leneeadeiiedls wi tiiaasels dere oh COMME oe ce mm ny Sec aReee mtn ool o 2,511.20 
Rak WUEKt rable. + aan G odode adn cs Uo ema eine Eran SA Cee 15,241.92 
Gaodsrnmle rocessian sy taster Misa: seniors sors ces aa eeeadruaevy ds 9,255.65 


Calculate depreciation at the yearly rates given below. The balance in 
the account is to be used as the basis, reckoning for 16 months. 


iPowerH Giipment jens sable ecb iors = 12 1/2% 
IMB clon eraiese ape cuntartao 6 can emo ace 8 1/3% 
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Piayeqrorey JeenIKebbaNsS. 6 oo nc nee ome oe sonnece Tal 297, 

PAtHELNS seis hero eee I ee ee ene 20% 

Patentsie ye ccaacscnae: Sneaker Aly 

Delivernyel Gtupmenit ere en eect 15% 

Furniture and Fixtures, Factory.......... 1 W/2U, 

Furniture and Fixtures, Store and Office. .. 10% : 
Organizations pels eae eet err trie 5% of the original cost 
Mools) lmventOry pyacinseaseoe ese Coat oiote $825.50 


Allocate the following charges as indicated: 

Insurance: $2,196.43 to Factory and $519.24 to Selling. 

Taxes: $1,012.24 to Factory and $411.23 to Selling. 

Receiving and shipping: 3/4 to Shipping and 1/4 to Receiving, of which 
40% to Desks and Tables, 35% to Bookcases and Filing Cabinets, 25% to 
Raw Materials. 

In-freight and delivery: $4,400 to Desks and Tables, $3,500 to Bookcases 
and Filing Cabinets, $750 to Raw Materials. 

Rent: $6,400 to Selling, $1,500 to Office. 

Light, heat, and power: 92% to Factory, 6% to Selling, 2% to Office. 

Create a reserve for doubtful accounts of 1/2% of all gross sales for the 
period. Itis decided to take into account as an additional expense chargeable 
to this period 1 1/4% of outstanding trade debtors for sales discounts that 
will probably still be taken advantage of. 

Close Loss on Sale of Dynamo against Surplus. 

Close Fire Loss and Strike Costs to Surplus. 

In closing, bond discount is to be amortized on a straight line basis, i.e., 
1/40 each half-year, Take account of accrued amortization for the two- 
month period since November 1. 

The experimental laboratory has succeeded in securing a patent for a list- 
ing and adding device for use with the Knoxfraud, of much simpler operation 
and cheaper to manufacture, than the one on which royalty is being paid. 
Hence, when the royalty contract expires it will not be renewed. Capitalize 
the laboratory expense to date. 

A very careful analysis of the advertising costs shows an expenditure of 
$78,445.25 above normal. It is decided to transfer this to Good-Will. 

Claims for damage have been filed against the railways amounting to 
$1,025.10. (Bring thison to the books with an offsetting reserve of the same 
amount.) 

A dividend of 12 1/2% on the common is declared payable January 20, 
1918. 

Take into consideration the sinking fund requirements of the bond 
mortgage, 


Instructions 


On the condensed balance sheet, show all receivables (other than the claims 
against customers on note and open account) under the title “Other Accounts 
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Receivable,” immediately following but separate from the current asset. 
group. Carryall inventories under one title “Inventories.” All fixed assets, 
except the intangibles, show under the title ‘Plant and Equipment,’’ from 
which show deducted the total of the various depreciation reserves. List 
the intangible assets individually. Set up supporting schedules for all con- 
densations effected. The profit and loss statement must have supporting 
schedules, also. 

Although some inaccuracies result from using the bases indicated for the 
calculation of depreciation, they are insignificant. Note that the basis for 
writing down patents has been changed since the iast period. This indicates 
a policy of intention to secure patented improvements on the various devices 
owned. (See Chapter XVIII for discussion of this point.) 

Declaration of a dividend on common stock means, of course, that the 
required dividends on both issues of preferred have also been authorized. 
The student is required to calculate the rates on these. 


XXVII-XXVIII 
PRACTICE DATA 


Adjust and close the books in accordance with the data given in assign- 
ments XXV—XXVI. 

Treat the account ‘‘Knoxfrauds Manufactured”’ as a purchase account 
as explained in assignment XXIV. 

Handle the estimate of 1 1/4% of trade debtors for expected sales discounts, 
as an accrued item in Sales Discount account. 

There is no accrual on sinking fund provisions, inasmuch as the trust deed 
requires that payment out of profits be made at the close of the fiscal period 
and not at the time bond interest falls due. 

The Knox-Davis blanks, with all statements, are due at the time of the 
last class period and must be turned in whether completed or not, if credit is 
desired for the course. 


APPENDIX B 


PRACTICE WORK FOR STUDENT— 
SECOND HALF-YEAR 


In this appendix enough material is furnished for ap 
proximately 30 hours of classroom work. If more time 1s 
devoted to the work, this material may well be supplemented 
by drawing on Appendix C. 

The student will find it convenient to have a supply of 
standard-ruled journal paper and of analysis paper—Io- 
or 12-column—to be used for working sheets. 

For all formal statement work prepared for presentation 
to the instructor, it is suggested that plain, unruled paper 
of uniform size (8 I/2 x II inches, letter size) be used. The 
chief purpose of this second semester’s work is to give train- 
ing in analysis—the ability to grasp the essentials of a given 
set of conditions and to see the significance and interrela- 
tions of the various parts. Next in importance to this is 
the ability to draw up a statement or statements which 
shall present clearly and in proper order the results of your 
analysis. The student should develop the habit of think- 
ing clearly and setting forth conclusions in intelligent, 
clean-cut form. In ninety-nine cases out of every hundred, 
slovenly, sloppy work evidences a like characteristic of 
reasoning ability. If the course develops clear thinking 
and clean-cut presentation, it will have accomplished its 
two main purposes. 

The problems have a more or less direct relation to 
Chapters XXVIII to XXXV of this volume, but of 
course they are not limited to the principles developed 
there. Many of the problems are somewhat closely con- 
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nected and relate to each other while some are entirely 
disconnected. They are graded, proceeding from the sim- 
pler to the more difficult by easy stages. Where necessary, 
instructions are given, although the student is thrown more 
on his own resources than previously. In the solution of 
problems involving trial balance, adjustments, and financial 
statements, the method of the accountant’s working sheet will 
be found to offer the best procedure. See Volume I, Chapter 
XLIII, pages 386-391, for explanation and illustration. 

As to the method of attacking problems, the student 
is perhaps already aware that before attempting solution 
it is best to read and study the problem carefully to deter- 
mine exactly what is called for and then to decide as to 
the treatment of all doubtful points and items—what they 
mean and how they must be handled to arrive at what is 
called for. With these preliminary points cleared up, the 
solution itself is mostly a matter of accuracy and form. In 
all problems calling for financial statements, the trial 
balance should first be tested as to the equality of debits 
and credits. As stated above, the method of the work 
sheet is usually the best method for summarizing results, 
although sometimes skeleton ledger accounts will be found 
helpful in order to visualize the effect of entries and to trace 
their course through the accounts. Only painstaking work 
and the solution of many problems will produce facility and 
confidence in work of this kind. 

The instructor should direct the student to take Prob- 
lem XXVIII under consideration throughout the whole sem- 
ester, in order adequately to get his material together and into 
shape. It may well be treated as a thesis for the semester. 


I 


At the close of the fiscal year ended June 30, 1913, Thomas J. Howe called 
you in to determine his financial condition. From the books, which were 
kept on the single-entry plan, and from other sources, you gathered the foi- 
lowing information: 
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The ledger contained the following accounts: Thomas J. Howe, Capital, 
$4,000; Thomas J. Howe, Drawing (debit) $472; Expense (debit) $184; 
Sales $18,945; Purchases $17,450; customers’ accounts considered good: 
H. E. Brewer $110; D. Cohen $85; Will Benton $190; Linn Bros. $77; 
customers’ accounts which have proved uncollectible and are considered bad: 
Peter Metz $43; L. C. Fish $1or; creditors’ accounts: Stone Bros. $942; 
Little & Co. $1,082; H. Hudson $1,220; also accounts with Salaries $375; 
Advertising $112. 

Other sources yielded this information: stock of goods on hand inventoried 
at $5,641; horses and wagons estimated as worth $730; store fixtures $1,114; 
rent of store building unpaid $300; clerks’ salaries unpaid $84; notes receiv- 
2ble $2,300; notes payable outstanding (non-interest bearing) $2,400. Bill 
of goods received from Stone Bros., which has been included in the inventory 
but which has not been entered in Stone Bros.’ account, $193; interest accrued 
on notes receivable $16; cash in the bank and safe $1,724. 

It was found that the following information was available for determining 
his financial condition as at the close of the preceding fiscal year, June 30, 
Ig12: cash $1,478; notes receivable $500; notes payable $800; Howe’s capi- 
tal $4,000; store fixtures $900; inventory of goods in stock $2,800; horses 
and wagons at an estimated value of $800; customers’ accounts total $2,314; 
creditors’ accounts total $3,609. 


From the foregoing prepare: 

(a) Statement of financial condition of Thomas J. Howe as of June 30, 1913. 

(b) Statement showing the amount of profit made or loss sustained for 
the fiscal year ended June 30, 1913. 

(c) Statement setting forth in numerical order the advantages of double- 
entry over single-entry accounting systems. 

(d) As a result of your convincing argument Mr. Howe has decided to 
change his system of accounting from single- to double-entry. Prepare the 
necessary entries to change the accounting system to double-entry, continu- 
ing the use of the old ledger and providing for controlling accounts for custom- 
ers and creditors. 


Instructions 
See Volume I, Chapters LV and LVI. 


II 


The following trial balance was taken from the books of Thomas J. Howe 
at the close of the next fiscal year. 
Tuomas J. Howe 
TRIAL BALANCE, JUNE 30, 1914 


Gashivse YIP OR Seisie alee a, See Pane, Ee $894.00 
Notes: Receivablewecc see cee eee ae 5,000.00 
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NCCOUNLSURECEIYaIDLOL wie ware miciemcrs aitcteidere ait suri 18,000.00 
aL NonmAasn|saoO we Waraital water Geel ein.yram eee 6,000.00 
Thomass|etlower Mrawitiote each aehioe aids ce 560.00 
Notes: Pavalol Gat ey aritts ory ti tcers cae unt ace hyon 3,000.00 
INCCO TIMES TAME os chs a pees Ge oo tama Roo Renee 15,640.00 
AP ERE GIMEIS(S'Se, coy pacibr taka a cea OLS y en Mat TOE 77,100.00 
SHHISETN wageat bi ston hott By GRR CRT a emcn heer ae eee 93,620.00 
Merchandise Inventory, June 30, I913.......... 5,641.00 
Pirrehasepbiscounton ho Wes tert icraansctenas coats 743.00 
DSAEGSADISCOUM ES ayers py oon inst rstercena tortura aes 1,420.00 
IMtSibelolnMbal eal; 6, m onan coms. cleeis Score tie Diet 2,884.00 
aS tina Ce ree ey ries Meine nce ace ihisin ire. wiayans 2d 300.00 
atenest: Manned: sere ry oe testis teeta iens a Deis aie ee 146.00 
ResumnedeSalesmae ire) tested 1212 he Cre Miser vrdevslat h 930.00 
Vet umes tInChAases' |celgies. ih arias sees eaten ero siat 760.00 
Rp TGaAE STATIC HIXC UTES). Miers ani -luleus cue anvow ek 6 6 2,000.00 
Horses) WaronsrandsFlarness 92. a.ts soles aisle easie 1,200.00 
IEA NA Mere Es te ots a ere a SRE IepR h cay neds a hs Bikey 1,500.00 
EN GIVET ASL OD apo raat omypty bya My Seersiteoey S.cbeydi a eee deen 300.00 
BXENSe aan. Moar. Hicwhey si) ac tarabdenayeterd ee anid ofeies 180.00 
SP lAGISS TEE ee eae IR Mat eerie GAME ese 1,600.00 
Commissions: PaidiontsSalesay: Be aiaarts vs -mineteok 400.00 
$119,909.00 $119,909.00 


At this date, you will find that the following items must be considered to 
determine the financial condition of Mr. Howe: Merchandise inventory 
$2,470; insurance unexpired $100; interest accrued on notes receivable $66; 
interest accrued on notes payable $30; he owes for two months’ rent $300. 

1% of net sales is to be set aside as a reserve for uncollectible accounts. 
Furniture and fixtures are to be written off in the amount of 10%. Provide 
for a reserve of 10% for depreciation of horses, wagons, and harness. 

Advertising carried forward to the next period $75; unused stationery 
and other expense items $42; commissions on sales due but unpaid $90. 


(a) Prepare the working sheet. 
(b) Construct the balance sheet as of June 30, 1914. 


(c) Prepare profit and loss statement—percentages based on net sales. 


(d) Write the adjusting and closing journal entries. 


Il 


Joseph Mason was Howe’s greatest competitor. After getting better 
acquainted with each other, Howe conceived the plan of uniting their capital 
and services in the form of a partnership, After some discussion it was decided 
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to operate as Howe & Mason, the capital to consist of $12,000, of which Howe 
is to contribute $8,000 in the form of his existing business. The excess of 
Howe’s net worth, as shown by the balance sheet of June 30, 1914, over $8,000, 
his investment in the partnership, is to be considered as a loan to the firm. 
Mason is to transfer his entire business—assets and liabilities—and sufficient 
cash to make his net investment $4,000, or one-third of the total capitalization. 

As of July 1, 1914, the date of the formation of the partnership, Mason’s 
assets and liabilities were as follows: cash $1,340; accounts receivable $2,460; 
notes receivable $1,120; stock of goods inventoried at $4,590; furniture and 
fixtures appraised at $1,316; accounts payable $5,280; notes payable $1,770; 
rent unpaid $320. 

Prepare journal entries to give effect to the foregoing on Howe’s books, 
which are to be continued for the partnership. 

During the year Charles Palmer purchased one-third interest in the capital 
and profits of the firm by contributing $9,000 in cash. The total capital of 
the new firm is set at $18,000. Business is to be conducted under the old firm 
name, the old partners retaining their respective capital investments. Howe’s 
loan account is to be continued at its original amount. 

Write the necessary journal entries to record on the books of the firm the 
admission of the new partner and the adjustments between Howe and Mason. 

Before determining the profits for the year Palmer assigns his interest in 
the capital and profits of the firm to John H. Bartlett, who settles directly 
with Palmer for $10,000. Howe and Mason agree to admit Bartlett as a 
partner in place of Palmer and new articles of partnership are signed by the 
members. 

Give journal entries to show the effect on the partnership books. 


Instructions 


Note carefully the terms under which Palmer is admitted. His capital 
will appear on the books as $6,000. Make the adjustment through a good- 
will account. Howe and Mason withdraw cash to effect their respective 
adjustments. 


IV 


The business has been in operation as a partnership one year. At the 
conclusion of this period the trial balance given below shows the condition 
of the accounts on the books of the firm. 


Howe & Mason 
TRIAL BALANCE, JUNE 30, 1915 


Cashes. Ra I9g eee. cee Re ae eens $1,872.00 
NGS VEbMS INAS VEINS poe nok ood ueonnouacouncu ae 22,945.00 


INES AVS oye IBHVCL IDNA oo a oaasoobecousouanct $384.00 
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onsesmVAZOnenand: blannescenaenaneninin fann 3,100.00 
Reserve for Depreciation, Horses, Wagons, and 

atnecounee erty aac a Ree tie ise ee oe 120.00 
Ba anc heat ele ll ay abc en a 5,390.00 
Merchandise Inventory June 30, 1914........... 7,060.00 
INotespReceiviall Cemmme aki tin ete cioncnte. surpass 12,456.00 
Notes Receivable Discounteds,ja.c. snestav cies 4,780.00 
Accountsube ava blemish ihe Sa eigione rnc 24,220.00 
INGCS TEEIVAOI arg woe ese 7 Le hae eee Oe 8,500.00 
‘AMokevasery [fo AnKe NK) IWekvalaye., wean Ae oe eens 1,540.10 
‘Wiaxoysarncy If. IElonS, (Ceyemnl 05 gene ooo nee nase 8,000.00 
mthomas JtHowes Mrawinge.. svc... ss... os eee 2,440.00 
J@seoln, Mekiorn, Cayetiell oo ocgsscccuuqpsocasue 4,000.00 
osepheiWasons Drawing. ssn cbr asaae sits ccines 1,710.00 
onmmdepmartleuce capital emi rea. eee ais. ui cry ae 6,000.00 
EL COMET ORT eee orcad es tt oka oe rte 158,335.00 
Returned Sales and Allowances................ 3,890.00 
PIR hASeS PeeEte arty tice Apert oy ter 2 Gyre 144,244.60 
ESet olatc wet Wer Gl aeeeeeRy ere tatty euca te © Sascieu cee. ac 3,518.50 
Warehouse Labor and Supplies................. 1,002.00 
Returned Purchases and Allowances............. 2,714.00 
DaAlesimeni ona lari es mr mmeye men accee eencletrces athe tes 2,215.00 
ENGI ErUisih >a ween nn tc een AE ome oe eters ae ae 872.00 
Breipihand Cartage Outward... .e.. 450+... - 316.00 
@iheey sal ariesuewnmeey. aac pysnen cm ca ncrothea eer 2,619.00 
TOTNES, Said dorcie coo QUE DRE ee aC Oe Te 82.00 
Sbablomenyacim dimes Git ot aels yen 4eieeas crear « 116.00 
WeraleE xpenG ese persr a) vesters e ccerasr eee male alte ate" 85.00 
Oticephleatrand Wightiqac. ses cia. see see ts ce 212.00 
IMbereSue aim eclekmet te petri. focee cree er erin 117.00 
Inberestion Bank Balances. sa. ...0ssoea-s ess oe 14.00 
Gashe Disco umurong sales es temue raat cece ect ce as - 2,306.00 
CasheDiscountion Mtirchasesve .. acc. seein: a. 3,041.00 
nterestn Paid eed aye demwict Fira ene. cme eek 143.00 
fhelephonevandMelesrams/s-a. owt es vate sel 17.00 
TEASER IODS cake: we ete.ato SCR vere aeOItO AID Cen TON 500.00 
IPREValiB dhe coed ohne wo chccrse ene RE EN erence ae ee Renn erie ene Atri 2,200.00 
Miscellaneous Hxpensets see cris saci ates teres ot 74.00 
(CGommissionsromtoalesy-e ek aerse sia ci ete ere 380.00 


$221,765.10 $221,765.10 


Additional information is as follows: 

Merchandise inventory, June 30, 1915, $13,260; stationery and printed 
matter on hand $35; unused postage stamps $17.00. One-fourth of advertising 
is to be applied to the next year. Warehouse labor of $130, due but unpaid, 
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has not been recorded on the books. Interest accrued but not recorded: 
on notes receivable $71, on notes payable $47, on bank balances $8. Rent 
prepaid $200. 

You find that no record has been made on the books for $750 worth of 
merchandise received from Marsh & Co., but that these goods have been 
included in the current inventory. Four-fifths of the insurance has expired. 
Interest is to be accrued on Howe’s Loan account at 6%. Through error $100 
of commissions on sales has been charged to Salesmen’s Salaries account. 

It has been decided to provide for depreciation and reserves as follows: 
10% reserve on reducing balances for horses, wagons, and harness; a reserve 
of 1/2% on sales for uncollectible accounts; by writing off 10% of the book 
value of furniture and fixtures. 

Profits and losses are to be shared according to the original investments 
of the partners. 

Give due consideration to the foregoing and construct: 

(a) The working sheet as of June 30, 1915. 

(b) Balance sheet. 

(c) Profit and loss statement containing percentages on sales. 

(d) Adjusting and closing journal entries. 


Instructions 


Note the bases for the various depreciation reserves and that depreciation 
on furniture and fixtures is to be written off the books, i.e., no reserve is to be 
set up. 


Vv 


July 1, 1915, the capital of the firm of Howe & Mason is increased to 
$30,000 and Wm. R. Gray is admitted as a partner. 

Among other things, the articles of copartnership provide that: 

Business is to be conducted under the firm name of Howe, Mason & Co. 

The representation of the partners in the capital of the firm shall be Howe, 
8/20; Mason, 5/20; Bartlett, 3/20; Gray, 4/20. 

Profits and losses shall be shared according to the capital representation 
of the partners as at the time of formation of this partnership. In the event 
of the death of a partner an accounting shall be made at the close of the fiscal 
year in which the death occurs and the value of the deceased partner's estate 
determined as of the date of his death by prorating profits on a monthly basis. 

Gray is to pay for one-fifth interest in the capital of the firm by giving 
the firm his note for $2,000 and $4,000 in cash. The difference in capital is 
to be supplied by good-will, which is to be distributed among the three part- 
ners constituting the firm of Howe & Mason on the basis of their original 
capital representations in that firm, i.e., in the ratio of $8,000, $4,000, $6,000 
respectively. 


\ 
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After adjustments have been made, the respective partners’ drawing 
accounts shall be settled in cash. 

(a) Write the necessary journal entries to admit Gray as a partner and 
to adjust the several partners’ capital and drawing accounts. 

(b) Set up the capital and drawing accounts of all the partners. 


Instructions 


The partnership agreement is to be interpreted to mean that, after dis- 
tribution of the good-will, Howe, Mason, and Bartlett are to contribute or 
withdraw cash necessary to give them the respective capital shares agreed 
upon for the new firm. 


VI 


Wm. R. Gray died November 30, 1917, two years and five months after 
he became a partner in the firm of Howe, Mason & Co. As provided.in the 
articles of partnership, the business continued until the end of the fiscal year, 
June 30, 1918, at which date an accounting was made on the basis of the fol- 
lowing trial balance and subjoined data. 


Howe, Mason & Co. 


TRIAL BALANCE, JUNE 30, 1918 


LEAT CHP WPR MD perry, Mec eas ca eC OREN RB = BR $10,000.00 
TE\UIMUG Nia ofSh eX Aun catetreso. 4 NCE a 6 ROCs ATID EI ONG occ 40,000.00 
Reserve for Depreciation, Buildings............ $2,000.00 
Delivery Guipiier te mem eee Maem ae tee cece 6,000.00 
Reserve for Depreciation, Equipment........... 1,200.00 
IDuhoakinbiys giatel IMDMaKbetES eGo dug anbodocdd Gg toe suc 5,990.00 
Goodall epee ee oy ha ee ei ee Gok Cow hes 6,000.00 
(SASL PONSA PR op RPS ee aida Suse Su endyoitend oirterss ovat 2,010.00 
PNGCOMMUSTIECCELVIA LG aa ee ce cies cane the eens cuore 36,000.00 
IRiesenye torus adel) cbtsaeen yipents eet ee fee 1,460.00 
MotesiR ecéivables: cg.acs cach. ims - sure nvesle- 7,500.00 
NotespReceivablemDiscounteds Saag vera oe old c 4,500.00 
Merchandise Inventory—Bags, June 30, 1917.... 6,770.00 
Merchandise Inventory—Trunks, June 30, 1917 . 12,410.00 
Mosteace Payable siaas. tee. dso Sas w eee es 25,000.00 
NOCOUiLse ayaa] Creepers ic cei sku ci eto ae 26,000.00 
INGUES IBANEINS, conc anepouae poop abe con cots 14,400.00 
“Maveranasy fo lelOnus., IWOEK, Sho poor obUueeeuone Cook 2,000.00 
‘Rnoianas, |i Ilene, Cayo, o ocovanosuocucSancoe 12,000.00 
MhoOmasn) welLOw em LawiNe: ewan «be. aleieieid 1,210.00 
Josepheliason: Capitals seem aontiele iret 7,500.00 
Johntl. Bartlett yCapitally iii. = 2 Saenclenteeer 4,500.00 


AWWisala, IX, (Chey, ASiet ovtunllle sb can eae eon ete 6,000.00 
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Wri Ret Graven Dra wie sana, see cree reer mame $1,100.00 
Salés—BagsiA a. cprse ec cdcc yaaa: see Oe $71,432.00 
Returned Sales and Allowances—Bags. ......... 3,690.00 
Sales Erutiice ee ek ee Es eee ee it 222,386.00 
Returned Sales and Allowances—Trunks........ 1,508.00 
Purchasges=—Bags.5.- kia scuayeean orsbae enon earn ier 59,315.00 
Returned Purchases and Allowances—Bags...... 4,230.00 
Purchases—Drunlcsy . tet aegis eens et aca er ee 184,824.00 
Returned Purchases and Allowances—Trunks.... : 2,716.00 
Bretont ln war Cevarua.. acter cant oe cael reer 7,020.00 
Warehouse Labor and Sttppliess....-4s.456eee" 1,875.00 
Salesmenist oa lard Comment eee tre rie eae nee 4,303.00 
Salesmen’s Draveling Bxpenses.......99..-++..- 2,809.00 
WANA VEIEISIT Onepoeme mice cn ROM eee es A ete eU a eer a ae 2,146.00 
Breightiand! Cartage Outwardens.ceme ween ener 1,154.00 
Comiumigsio nsyonisallesn area eerie Renee 981.00 
Obfice Salaries KtAshe ack tens tee eats se eee 2,274.00 
Miscellaneous Office Supplies.................. 170.00 
Legal sb xpensex, sc seen ukree a ee eee 200.00 
POSUAG Cetera sr craus, oewsatares Ales euckeeteacie tn areme conse de outa 127.00 
melephouestandmlclesracc aan ni eae ener 93.00 
Interest Earned on Notes Receivable........... 385.00 
CASiai IDiscowialtis Oral IPCROMASES., oan oooawneccoons 3947-00 
RentiCollectedi saanevan etic een re eee 1,500.00 
NAR CS an, (er Se eure tens (atois eae hc imu a cee 1,312.00 
TMSUP ANCE sn0y./ Arar epenstoug he TTC Cred emer a aeeu NOC Ooi 680.00 
Interest aid 58 ni4 .ystise arene Re eerie 472.00 
Casin Discos O10 SalleSs on oonccancncawaceened 2,789.00 
Collectioniand i <chanccaennenner ener nine 24.00 


$412,756.00 $412,756.00 


The books have been closed at the end of each fiscal year. 

Merchandise inventories, June 30, 1918, bags $2,431, trunks $4,380. A 
reserve of 1/2% of the sales is to be provided for bad debts. ‘The furniture 
and fixtures are to be written down 10% of their book value. 

The old account of Horses, Wagons, and Harness was closed and Delivery 
Equipment opened when the horses were sold and an automobile service 
installed. It is deemed advisable to increase the reserve by 10% of the 
declining value. 

An additional 5% of the original cost of the pattems will be set aside as a 
reserve for depreciation, 

Accruals are as follows: taxes $370; interest on mortgage 9 months at 
5%; interest on notes receivable $80; interest on notes payable $520; interest 
on bank balances $61.20; office salaries $150; interest on Howe loan 6% for 
one year, 
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Advances made to salesmen on salaries $400; tenants paid $300 in advance 
rent; unused postage $32; miscellaneous office supplies on hand $30; one- 
fourth of the insurance remains in force; advertising deferred $600. Dis- 
tribute in-freight and warehouse labor on the basis of gross purchases. 

Profits and losses are to be shared according to the original investments, 
as stated in the articles of partnership, 

One clause in the partnership agreement entered into July 1, 1915, read 
as follows: 

“Tn the event of dissolution, good-will is to be increased at the rate of 
24% per year of the original value.’’ Take this into account now as effective 
for 2 years and 5 months. 

As of June 30, 1918: 

(a) Prepare working sheet. 

(b) Construct balance sheet. 

(c) Construct income statement. 

(d) Write the closing journal entries. 

(e) The three remaining partners, as a firm, take over the interest of 
Gray’s estate, paying therefore cash $1,000 and three equal notes with inter- 
est at 6%, maturing in one, two, and three years, for the balance. 

(f) Write entries which will adjust the partnership interest represented 
by Gray’s estate and show settlement of that interest. 


VII 


The Ironclad Trunk Corporation was organized and incorporated Novem- 
ber 1, 1912, for the purpose of manufacturing trunks, bags, and brushes of 
all kinds and dealing in traveling requisites of every description. 

The authorized capital of $100,000 consists of 750 shares of common stock 
having a par value of $100 per share, and 250 shares of preferred stock of the 
same par value. 

The incorporators subscribed for at par and paid for the common stock as 
indicated below: 

Arthur Butler, 250 shares in cash, 

A. J. Lindsey, 150 shares by transferring the following assets and liabilities: 
cash $3,000; accounts receivable $7,000; notes payable $3,000; notes receiv~ 
able $2,000; stock of raw material $9,000; accounts payable $5,000; furni- 
ture and fixtures $2,000. 

Edward Harrison, 100 shares by giving bill of sale of machinery appraised 
at $6,000; the balance to be paid in one year. 

Charles E. Wells, 50 shares by his personal note for $5,000 with interest 
at 6%, due in one year. 

In connection with the organization of the corporation the following items 
were paid in cash: corporation tax $50; filing fees $20; recording fees $12; 
legal expenses $500. 
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(a) Write journal entries to record this information on the books of the 
corporation. 

(b) Prepare a balance sheet showing the condition of the corporation 
at this date. 


Instructions 


Refer to trial balance of VIII to see the method pursued in making the 
opening entries for the corporation. 


Vill 


The following trial balance was taken from the books of the Ironclad 
Trunk Corporation at the close of its first year. From it and the additional 
notations appended thereto you are asked to furnish: 


(a) Working sheet. 

(b) Balance sheet. 

(c) Income statement. 

‘d) Closing journal entries. 


TRONCLAD TRUNK CORPORATION 


TRiAL BALANCE, OCTOBER 31, 1913 


Jaraua INeRatoso IBBWA oan ons oseenahesuanuounoce $7,940.00 
Tmiprest Cash Garren seetits dks uation: at 200.00 
LA TIC SS ass ero ee ee ee ae PL abe, See es 10,000.00 
Bitlcin gs Ole Fe Meeeeneae Sekt nia Am hh oH E LD 30,000.00 
IMlNclabinerny: Baaral IMO. 5 oo aoanonckoncvoanadcnas 25,000.00 
Materials and Supplies, October 31, I912........ 9,000.00 
ANSQOMOUS INSSSIVZANMOs oacgcnanaccnscoeaneevocut 12,000.00 
INGWES IRGOSNAOME s onocs oo gaacoocsonanoasonbune 10,000.00 
Notes Receivable Discounted..........:....... $4,000.00 
ANGKVEIABISIINS WINONOMEEE! so Loo sco uounoueseoecr 1,000.00 
IGRSENAOS IPSC Soc cncososdaasconcosccunas se 200.00 
pimeliaces slat eric ley ee 108,000.00 
INotessPavalel eae 5 eaten yea eet eee eee 18,000.00 
MaxespAcerted Basin) Loy talc 7, HERA ae eee Sete be 200.00 
Wages: A cordedits .1..2n7.17 tee ane eee 3,400.00 
Returned Salestiaens 14-01 e.(..1 a eee eee ee, cot 2,200.00 
IRVEVEUBAC GL IOWERIMASES, . on sou cono oo sauccnoonor 2,800.00 
AKON SHOES. co. wos bab oo uo ocvuasuaveavee 2,600.00 
Labor Director h A0ft. wal. HOMAL aneee Ree Be, 70,000.00 
SAMSSUMISMISMNCES so gaquasonudnaconvaccanovoanae 4,000,00 
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Pleat whicitrand POwerr ect. eee tei ke. 12,000.00 
Miscellaneous Wages—Factory...........2.+00- 3,620.00 
acto tga xi ChSe wep epea aha ile ok race Ne lac etarayeyys< 4 4 400.00 
INGEO MIA EWEN oy Lan oe Gee eee ere eae 26,000.00 
INesetve ton Depreciation. Buildings. .asan seer 3,000.00 
Interest Accrued on Notes Payable............. 700.00 
SUBS a es dteng 6 GOES O AB ONS HOE ERO ae 214,706.00 
inbecestiont Bank: Balancesac. eine ceteris ce ces e 46.00 
cette la wander terrae peters iece ste cele ie - 2,770.00 
Gencralvexpensesmer ane is mete ee cme cron. 1,920.00 
INE RES ears i AAs NOI ER ae aE RHA OIE 350.00 
(Nei tno heb itl dim gemma meeyer tere seme mcinece <tr ath aks 1,000.00 
Reserve for Depreciation, Machinery........... 2,500.00 
AOSITETI SHOALATIESS Marie Henry tredets Geiavelotol sdcce shotels es 4,200.00 
We pauks show VLaAchineryenemes trata ser cre een cerca 630.00 
Rieservietor bade ebitswaese satus ments cess eens 1,000.00 
Cashel iscocmucromypurenasese ym er ete ees 3,110.00 
Ranenestelarmedimemrmie tt sc eicctere se crete: Aes 418.00 
Comimissions——palesmen se ccee sc ee cles ce cae ees 3,600.00 
OfiCaSalanicsen seamen seco ee eee 2,800.00 
SUMAN CS We Meters MiMEON «erate cl ctedeiateae ete crease a «te ets 150.00 
reipine OUuCwWandam cere cetec toet locis a caiicts cete 1,100.00 
IBAdeWebtseemnacrtcretteeerss siekete ters elalet vets st siat 1,000.00 
Munatunecand Mixtitesescss were oe vor cee ieeie cs 3,700.00 
Authorized Capital Stock—Preferred........... 25,000.00 
Authorized Capital Stock—Common............ 75,000.00 
Winisstted Stock—Preterreds .eesem ace eae 12,000.00 
Wirsswed Stock—Comimone i). 2 eee eer) ler cers 20,000.00 
DSUDSCEIp tons ween eente tte SA See Ras caste 4,000.00 
Notes Received—Stock Subscription............ 6,000.00 
Bonding Employees—Office. .................. 100.00 
Cash Discountion’ Salesmer terse sels eetae ties eerste 2,300.00 
Depreciatien Seasmn.oeel oe tie hh Metre eile hs cee 5,500.00 
NAV ErLISITID eer eT ate ere eral eit ae 600.00 


$380,880.00 $380,880.00 


You are presented with properly certified statements showing the present 
inventory of materials and supplies to be $16,300; goods in process $1,400; 
finished goods $9,800, and factory supplies in storeroom $700. It has been 
estimated that $200 of the freight inward is applicable to the present inventory 
of materials and supplies. Salesmen have been overpaid $600 on their salary 
accounts. Items aggregating $400 which have been charged to Expense 
are found to be on hand. In the customers ledger you find accounts having 
2redit balances amounting to $1,500, and uncollectible accounts to the amount 
of $710. You decide to write down furniture and fixtures 10%. 
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Instructions 


It will be noted that the trial balance presented indicates that the books 
have been partially adjusted. The uncollectible accounts of $710 were taken 
into consideration when the estimate for reserve for doubtful accounts was 
made. Charge them against the reserve. 


IX 


After Edward S. White, the inventor of a process for constructing a supe: 
rior fiber for trunk-making, demonstrated the practicability of his process, the 
Ironclad Trunk Corporation purchased all his rights in patents granted by 
United States, Canada, Mexico, and Great Britain. The sale went into effect 
January 1, 1914. The consideration of $100,000 was made payable $60,000 
in cash, $20,000 in bonds at par, and $20,000 in two-year interest-bearing notes 
of the company. 

To provide for payment of the patent, the corporation, after duly comply- 
ing with all legal requirements, issued $100,000 in 20-year 6% sinking fund 
bonds, under date of December 1, 1913, interest payable June 1 and December 
1. During the month $70,000 of the bonds were sold for cash on a 7% basis, 
and the remainder at the same price during the following month. 

The trust agreement provided that a sinking fund should be established by 
a charge against profits every interest period, of an amount sufficient on a 4% 
compound-interest basis—interest compounded semiannually—to retire the 
bonds at maturity. The fund was placed ina trust company for accumulation. 

(a) Give journal entries to effect the foregoing on the corporation’s books. 

(b) Prepare a statement setting forth the condition of the sinking fund at 
each interest date during the last five years previous to maturity of the bonds, 


Instructions 


It will be noted that the problem requires the calculation of the selling 
price of the bonds, i.e., their valuation on the given basis. This may be found 
from bond tables but preferably by the formula of Chapter XV. The sinking 
fund may also be found from tables or the formula of Chapter XXV. 

(1.035 4° =3.95925972; 1.023! =1.84758882; and 1.024° =2,20803966) 


xX 


(a) Prepare an amortization schedule covering the first five years life of 
the bonds. 
(b) Write the journal entries for: 
1. The first sinking fund instalment. 
2. ‘The first bond interest payment. 
3. The liberation of the sinking fund at maturity. 
4. The retirement of the bonds at maturity. 
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Instructions 


Averaging the bonds sold at par with those sold on a 7% basis places the 
whole issue approximately on a 6.787% basis. Use that as the effective rate 
for the amortization schedule. 


4! 


Several customers of the Ironclad Trunk Corporation protested vigorously 
against paying their accounts when we sent them statements requesting pay- 
ment. They denied that they owed the amounts shown on our books and 
produced receipts and canceled checks to prove their contentions. In many 
cases we found that the receipts and checks were dated several weeks before 
the credits appeared on the books and in some cases no credits had been entered. 

The manager immediately requested Leroy Swift, a certified public account- 
ant, to make a thorough audit. Among other things, the accountant’s report 
disclosed the following: 

The petty cash sales had been entered in the cash book at smaller amounts 
than the records showed. The discrepancy between cash book and sales re- 
cords was: trunks $1,040, bags $360. 

Freight bills had been raised $300. The Railroad Company had been over- 
paid this amount but refunded it on the request of our bookkeeper, S. O. Bright, 
who cashed the checks and retained the money. 

The Customers column and Net Cash column in the cash book were short- 
footed $8,430. To make the balance in the Customers’ controlling account 
agree with the total of the individual accounts, the sales book was short-footed 
the same amount—bags $2,790, and trunks $5,640. 

Credits to customers’ accounts in the amount of $4,740 were missing. Not 
a trace of a record for this amount or any part thereof could be found in any 
book. 

Leather novelties amounting to $1,560 had been sold from the National 
Novelty Co.’s consignment but no remittance had been made. The only re- 
cord of the transactions were duplicate bills of the sales made. The money 
received for these sales had not been deposited and was appropriated by the 
embezzler. 

Nine productive labor pay-rolls had been over-footed $100 each. 

A $1,000 note receivable had been transferred by forged indorsement as 
$950 part payment on a $1,300 automobile bought by the embezzler for his 
personal use. The Self-Starter Auto Co. were the holders of the note. 

Checks for $1,800 were drawn to the order of fictitious creditors. The 
indorsements were forged by Bright and the checks duly passed through the 
bank. 

The relatives and friends of Bright agreed to repay the company the greater’ 
part or all of the losses due to his embezzlement. In order to provide funds for” 
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immediate needs the present stockholders donate 20% of their present hold- 
ings of stock, both common and preferred. 
Prepare journal entries to give effect to the foregoing as of December 13, 


1913. 


XII 


The City of Oswego donated to the Irdnclad Trunk Corporation a building 
site having a market value of $40,000, on condition that the company build a 
factory worth at least $100,000 and operate at least five years, employing not 
less than 100 factory operators. 

To take advantage of this offer the corporation obtained permission to issue 
$100,000 of 7% cumulative preferred stock having a par value of $100 per share, 
dividends payable semiannually. A condition of the issue made the stock 
redeemable by lot at the call of the company, the shareholder having the op- 
tion of receiving 110 in cash or 120 in common stock. A redemption fund is to 
be created out of profits at the yearly rate of 10% of the issue. 

The entire issue was sold for cash May 1, 1914 at 10014. On the same day 
101 Blue Valley R. R. 4% bonds, par $1,000, were purchased at 98 with 
accumulated interest. The bonds are payable July 1, 1924; interest payable 
January rand July 1. The entire bond investment was set aside as a building 
fund. 

Record as of July 31, 1914, the transactions that took place in connection 
with the erection of the building and the removal from the old to the new plant. 

The corporation paid taxes of $400 on the building site and partially com- 
pleted building. Of this amount $100 applied to the uncompleted building. 
During the period the manager devoted two-thirds of his time to superintend- 
ing building operations and one-third to supervising installation of machinery 
and equipment. His salary amounted to $3,000. 

The old land and building and part of the machinery were sold to the Amer- 
ican Harness Company for $49,000, payable $11,000 in cash and the balance 
covered by mortgage for five years at 6%. The amount of the sale was dis- 
tributed—land $12,000, building $29,000, machinery and tools $8,000. At the 
date of the sale the accounts appeared on the books as follows: land $10,000; 
buildings $31,000, with a reserve of $3,000 and nine months’ depreciation ona 
5% basis still to be provided for; machinery and tools $25,000 with a reserve 
for depreciation of $2,500. The machinery and tools sold cost $12,000, on 
which depreciation has been booked for one year at 10% on original cost. 
Take into consideration an additional period of nine months. 

The remaining machinery, having been designed especially for our use, 
could not be sold for more than one-half its cost; accordingly, the directors had 
the machines moved to the new plant. The old machines appear on the books 
at a cost of $13,000, with reserve recorded for one year at 10% and nine months’ 
depreciation still to be booked, Additional expenses of removing were as 
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follows: dismantling $40; crating, drayage and freight $170; labor for setting 
up machines $60; superintendent’s time for moving and installation $150. 

The manager, not being sure as to the amount at which to book the ma- 
chinery, obtained an estimate to duplicate this particular machinery and put 
it in running order for $9,000. 

(a) Write the journal entries to place the above data on the company’s 
books. 

(b) Explain briefly the theory underlying your treatment of the old ma- 
chinery transferred to the new plant. 


Instructions 


See Chapters V, XI, XVI, and XVII, where most of these matters are dis- 
cussed. 


XIII-XIV 


The directors of the Ironclad Trunk Corporation, after receiving full au- 
thority from the stockholders, set December 31 as the close of the fiscal year, 
thereby making the present fiscal period fourteen months instead of one year. 

From the following trial balance and supplementary data prepare: 

(a) Condensed balance sheet, supported by schedules. 

(b) Condensed income statement, supported by schedules. 


TRIAL BALANCE, DECEMBER 31, 1918 


[PAM OONACEC ae wer eteia ae EL Mee Lee iy nee $40,000.00 
IB\UuUbSbOR eee Seo aac oe a CON Uae Goo ecratc 129,000.00 
SIEVE RRINSTIN fs, eevala cat o eke one ars Ores Sie sa Eee 47,000.00 
IRSONSs ahs 3.5 Reet oe CODERS Ano on rekon ea aes 4,680.00 
IDV iSiaye Wehsbheras Nano casgadcaneousacanao ae 5,900.00 
Munainurerana: Mixtures: name amie srtan ieee oe ork 2,300.00 
Ae LLCS Caran PN goa Fete Sottraiet eaten ot cttens Festive « A/S « 108,000.00 
oans torlmployeesi aeascteomre aoe aoe les 6,320.00 
Dividend No. 6, Cumulative Preferred Stock 
(RayablesjanvaryatO OTS) peer eeee $1,400.00 
Dividend No. 7, Preferred Stock (Payable Janu- 
ALY oT Oehl OL) Plaats erator tse Gaels 1,500.00 
Dividend No. 8, Common Stock (Payable Janu- 
AUTOM ORO NRA. S 4 & clas Op weeeU cet ce cen ae 3,000.00 
Interest Accrued on Bonds Receivable......... 3,200.00 
erent MW ATC aap terme Ree Reis socal irvetas ain ives 4,334.82 
Freight and Express Outward.. sah 2,613.07 
Royal Leather Preferred Stock Gos Chern slspay tls 7,480.00 
TDR Meee SG 6 Ste tes 0.5 O brs cicada Oho R Ea cee 2 6,000.00 
StriketllLoss Meee wc Ger amici oid ras ree 4,200.00 


Credit) Department LW xpenses..mi4 sie ye eee 2,950.40 
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Pamphlets, Price Lists, and Posters............ 973-00 
NGKidemnsins Syorreo Isjo~wWol oo 5oaa oc 2925300990" 260.00 
AGyertisin gis cd een Aare ee wa ts 731.40 
Directors Weesh eteycae bast Oe tor pe eer er 200.00 
Entertainment of Customers’ Agents........... 174.50 
CLS NMG EN sc aeeLArdn muy Bo RARE gn SS GASTRO MS oe ON 60.00 
Workmen’s Compensation Insurance Premiums. 640.00 
Rentuironma Ilousestomlmaap | Oy.ees- eee er isk 

Maintenance of Houses for Employees........- 318.30 
Wiehicavanrerns WWCVESoo ope daveanosbaacnndocabes 700.00 
Bonuses Paid to Employees (Direct Labor)..... 1,980.10 
iH xpenimentalele0 se meee eiaeieer teeter rie 2,300.00 
Contingent? Royalties “Pumdes sess. «ee ee. see 2,140.00 
Mercantile Agency Reports............---..-- ; 80.00 
JNGGouIMUME: IBpgoISTSon a ooovecdoesec soos 568 we 500.00 
egal (Expenses. . face oo ccraacicue sone oe on 300.00 
Claims Against Transportation Companies...... 3,792.00 
Bripiit= Sp eGiall aeycanae meme ce Marina eae caret cra 14,500.00 
SUSDEMSC mare pisces sane CROC Anon eae aR eae: 

Deliv erysbxp enSew-gieccis ecient a eee 1,194.50 
ID eis io Conngieanoreyghgo ve oda seeds ua eobloot dade 

aa reste Cashyewrge in ores cua See Aetp ree eee 200.00 
Raw Materials Inventory, October 31, 1917..... 21,304.00 
Trade: Custom ers ceeeik--,8 1 eee eet 108,946.63 
Finished Goods Inventory, October 31, 1917.... 22,100.00 
INOLESPRECEIVaolenerear ese ore nancies Cashes 18,000.00 
IN@WES IRGceihvalolie IDiscobualtedle. »occncoobennere 

mstirancesPrepaid er ememenicr te acer caer nie 200.00 
IMSUranCeme paar ee te ct en eee 480.00 
RaweMatenalsburchasessesaue smectic nae: 240,000.00 


ACeruied: Laxesupeenrr ere nes conte oie nee ite 
Accrued Advertising 
Sales, Trunks 
Salecera de Soups ccna on ernie aoe ee tae eee eee 

Rettuimedsoalesta in ttisher nett nine re 1,750.00 
inyewuseareGl GEUES, IBAES 5 5506 00genccauoegeooeeee 619.00 
Returned Purchases, Raw Material 
Retucmed Punchasesy Bags e aenieee eenineein et 

Hactory UpplicsSuse er tnate ieee ae 2,436.00 
Labor, Direct 


Seshepemate eta ok oy cision) suenensvenehouenetede seus: ties « 78,751.20 
Isatison’s ina din etree nc ea ee eer 3,497.00 
Pactory olipermbendencen.. anys iter: 3,200.00 
Heat, Light, and Power Service............... 7,147.10 


Miscellaneous Factory Expense................ 283.14 


2,390.0C 


370.00 


4,387.20 


3,460.00 


760.40 
1,220.00 
190.00 
416,775.00 
93,518.80 


2,320.00 
974.00 
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ehracey Crecitors mene: a. n ee ten cr rnw nent 40,309.00 
Reserve for Depreciation, Buildings............ 13,810.00 
Reserve for Depreciation, Machinery........... 18,411.00 
Reserve for Depreciation, Delivery Equipment.. 2,300.00 
Reserve for Depreciation, Furniture and Fixtures. 750.00 
Reserve for Expirationof Patents... .......... 21,000.00 
Reserve for Sinking Fund—Bonds of 1933...... 18,128.08 
Reserve for Contingent Royalties.............. 2,140.00 
Reserve for Supersession of Patents........... 20,000.00 
Imnterestebarneda. . scicinen felt ee) tee tke 7,810.00 
Fmberest Paid ei anyon etl vi kd Saks dane! 11,200.00 
OCEPE NPEHSeHi aera eva cite a taca Maraycedbeiel ans 1,873.38 
Warehouse Labor on Raw Materials........... 1,143.26 
Salesimemecnoalaniesempr ere ots emer e nc 4,500.00 
Salecmenis) Commissions een cise a sei 12,305.40 
Nepaissu Om lachineny eine Leen eae 1,748.80 
IRSA HO BUENAS 5 Saco 0lss she sb Sano SOE 3755-50 
Resesyeton Dotulbitul Accounts. 9. see) a en: 3,330.70 
IDISCONA Oral JO URCORINES a m.6 dio saeia.a ols Silo Heo BRU 
IDI@GyEEANENG ASEM 5 Sere cine ors aed Glows Aloe Oem ae 6,400.00 
Omicer ocala nics nary nh cea cee oe 7,974.00 
Provision for Doubtful Accounts.............. DAN 
Capital Stock, Cumulative Preferred........... 100,000.00 
Capitalistockisereterted.. ee. ee eee 50,000.00 
(Ciayeminalll Soe, (Corman sn. counguoadoeebaonue 200,000.00 
Unissited Stock, “Common... +255 0.6 oe ten os 10,000.00 
SUP SASUIED KOS gyn COURIC. oo onncpacowagend 40,000.00 
Assessment for Street Improvements (Donated 

JE al!) A weir ldeartmentecart acute cbeti are RR ai 2,000.00 
Bonding: Employees —- Omics sear sere eet 200.00 
STU So) ub Sis, Sine duettenes pa Ares Leek ced cra ere me ee 41,394.49 
DWrawatiesiam du batverns saa ase eae ere 4,606.00 
Mortgage Receivable (die 1923)..75..2.5... 55: . 38,000.00 
Ncontieds Pave Roll ean issn acs ate eke 957-75 
Reservenordand. Donated..oas-ehb dani e ei etin 40,000.00 
Bon cls wien] Co aagtenk nerseseuicisetmed eiene eee ee 100,000.00 
Emiployeccunb cnsiome itn damien isttth titel: 47,500.00 
Reserve for Employees’ Pension Fund.......... 47,500.00 
DiscountiomeBonds) Payable yi. - ysl.) stele 1 75222),88 
WrappmegdndCrating Supplies............... 1,418.90 
RalstouMNewonalibard kee ere rrea meer nec 17,841.53 
Bond (Sitiisimaos Manel sete eeanersee see mieicis eusbe-iehental: 18,128.08 


Redemption Fund—Cumulative Preferred Stock 40,000.00 
Reserve for Redemption of Cumulative Preferred 
SEO CI ra aes en eens Ai aia) «ane cores foga fere 40,000.00 
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Housesyand Land tor Employees...°.5.......-- $24,600.00 
Rurchases——Bagseqyae a0 1 ae ee eee 91,360.00 
‘brunksmm Process, ©ctobersi, 1O17. seer 4,984.20 
Commissions: Warned.4. ace eet: $564.86 
INotes* Payable. sss csus:sicisrc etneene eet te 7,108.00 
MA SECM PR ALD 8a, teeiucy ie verano cima ae oe TOON 1,520.00 
Accrued Interest Receivable...........,...--- 250.00 


$1,314,143.59 $1,314,143.59 


A careful investigation disclosed the following: 

Interim dividends had been paid May 15, 1918: No. 5, cumulative preferred 
stock, $1,400; No. 6, preferred stock, $1,500; No. 7, common stock, $3,000. 

The Royal Leather Co. stock now has a market value of $90 per share. 

Items to be distributed: 


Account Distribution 
Buildings Expenses........ Selling 1/4; Office 1/8; Factory 5/8. 
Furniture & FixturesExpense Selling 1/4; Office 1/8; Factory 5/8. 
Light, Heat, and Power..... Selling $842.90; Office $392; Factory $5,912.20. 
IDiveiedots, MbaehAles ca cons once Materials 3/4; Bags 1/4. 
ABER GSS a, ota cteames neta in 6 Building and Equipment $1,300; Employees’ 
Houses $220. 


The Suspense account was credited for $370 received from a former cus- 
tomer in payment of an old account which had been charged off as uncollect- 
ible some years ago. 

In many cases notes payable have been issued with interest included in the 
face of the notes. Of this interest $290 is applicable to the succeeding period. 

Provision for contingent royalties was begun two years ago in anticipation 
of an unfavorable decision in an action brought against us for infringement of 
patents, Recently the action was decided in our favor. 

Legal expenses of $1,500 for prosecution of infringements of patents had been 
charged against profits at the close of the previous year. Of the present legal 
expenses, $100 was paid for services in protecting patents. 

Inventories as at December 31, 1918: 


Wrapping and Crating Supplies Unused............ $387.50 
RaCiony Sup OMNES Oa ISBNC. 5.55555 sc000nac00ec5005 718.50 
Pamphlets, Price Lists, and Posters on Hand........ 450.00 
Workmen’s Compensation Insurance Prepaid........ 160.00 
Bags imu Stocks yee arb raenerocsetrot ere on ents, eee 12,542.00 
AT ruambes tS UO Cha ss a ccdaraesonaaederanekoecie, See 28,050.00 
Rawrliaterialsys \. a2n0c1ser eee oa ee 8,000.00 


Trunks in Process as under: materials $6,497.10, direct labor 
$2,680.40, manufacturing expense $976.50 
Fire Loss was debited for $6,000 which represents damage to buildings 
of $4,000 and loss of machinery of $2-000 after making due allowance for depre- 
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ciation. Just after the trial balance was made a check for $5,400 was received 
from the insurance company in full settlement of our claims for fire damage. 

The Repairs to Buildings account contains $3,500 of charges for replacing 
the parts destroyed by fire. 

Provision for reserve for depreciation is to be made on a straight line basis, 
at the following yearly rate: buildings 5%; machinery 10%; delivery equip- 
ment 12%; furniture and fixtures 12%. 

It was deemed advisable to write off 20% of the accounts of Tools, and 
Drawings and Patterns. Also, to reserve from profits $2,000 for supersession 
of patents in addition to providing for the reduction in the life of the patent. 

Interest has accrued on bonds payable for one month, and there is accrued 
amortization, 

Bright—Special account shows the balance due on Bright’s embezzlement. 
The company holds good collateral in the form of stock for the full amount. 

Trunks in Process, October 31, 1917, comprised raw materials $3,115, 
direct labor $1,120, and factory burden $749.20. 

The account, Freight and Express Outward, represented items charged to 
customers on account of outward freight charges assumed by us and still owing 
to the transportation companies. 

It was ascertained that on Oct. 31, 1917, the patents had 164 months yet to 
run, and that the policy is to depreciate the value remaining at the end of each 
fiscal period over the remaining life of the patents. 

Royal leather stock was being held because of trade advantages secured 
thereby. 

Claims against transportation companies represented claims for damage 
acknowledged as good by the companies. 


Instructions 


In a footnote to the balance sheet call attention to the contingent value of 
donated land. Extreme conservatism might require the setting aside of a re- 
serve of surplus covering any expenditures on the land, such as assessments 
for street improvements, inasmuch as the same contingency attaches to them 
as to the land. So long as a good balance of general surplus is maintained, 
a special reserve is not usually considered necessary. 

Note that both the Contingent Royalty Fund and its reserve are free. 
Transfer the fund to general cash, and the reserve to surplus. 

Note that the reserve for supersession of patents is a reserve created out of 
surplus and therefore to be treated as a part of net worth. This is, of course, 
contrary to best practice. 

Fire Loss account, as it appears in the trial balance, has been properly 
charged with the values of the assets destroyed but has not yet been credited 
with the insurance. Consider carefully the proper booking of the repairs tc 
buildings on account of the fire. 

See Problem XXVI, Appendix A, for instructions as to content of condensed 
halance sheet. See also Problem XV, this Appendix. 
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XV 


From the information furnished in the preceding problem. 

(a) Construct a surplus statement. 

(b) Write the adjusting and closing journal entries. 

Treat the surplus statement as a schedule supporting the balance sheet. 


XVI 


Some time ago the stockholders of the A. M. Strong Fiber Co. and the 
Randall Manufacturing Co. appointed committees on merger. At a joint 
meeting of the two committees a plan for merger of the two companies was 
adopted. The stockholders of the respective companies accepted the plan for the 
joint committee and instructed and authorized their boards of directors to carry 
out the terms of the merger. The agreement provided that a new corporation 
be formed to acquire the assets and assume the liabilities of the two companies 
as shown on their balance sheets of December 31, 1916, except as noted. 

The subjoined balance sheets show the conditions of the two companies. 
The balance sheet of the Randall Co. has already been adjusted to meet the 
conditions of the merger. The agreement provided, however, that the ma- 
chinery and tools of the Strong Co. should be taken over at a 10% reduction of 
their present book valuation; that the book value of the Special War Plant 
assets be written up $20,000 on account of their adaptability to the regular 
needs of the merger; and that the reserve for bad debts be increased to $5,000. 
The surplus, after these adjustments, was reduced to even multiples of $10,000. 


A. M. STRONG FIBER Co. 


BALANCE SHEET, DECEMBER 31, I916 


Assets Liabilities and Capital 
Machinery. emer een $60,000.00 | Notes Payable........... $10,000.c0 
UOOIS tara eae ene er 4,000.00 | Accounts Payable........ 75,000.06 
Furniture and Fixtures... 7,500.00 | Reserve for Bad Debts..... 3,000.0 
Goode Walle ca -aiserte san 150,000.00 | Depreciation Reserve for 
Raw Materials.......... 75,000.00 IMachinetyasn eee 7 ,000,06 
Cash Ae tae eg ns 25,000.00 | Depreciation Reserve for 
Notes Receivable........ 47,500.00 Burne and hixt eee 1,500.00 
Accounts Receivable...... 112,500.00 | Depreciation Reserve for 
Special War Plant.,..... 130,000.00 Wear Plante. a0.) #950j00000 
Bonds Payable (6%)..... 100,000.00 
War Munition Bonds 
(7%) .25) Oe 60,000.00 


Reserve for Sinking Fund. 30,000.00 
Capital Stock, Common.... 150,000.00 
Capital Stock, Preferred 

(6%) esis 5 eae eee 100,000.00 
OUcpluste. Ae ee te 25,000.00 


$61 1,500.00 $611,500.00 
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RANDALL MANUFACTURING Co. 


BALANCE SHEET, DECEMBER 31, 1916 


| 


Assets Liabilities 

1 Nolet ile Ae a $90,000.00 | Accounts Payable........ $35,800.00 
Machimerysetei atc. 575 70,000.00 | Notes Payable........... 20,000.00 
Roolskeantiat ee dar nea! © L0,000,00))) Wagesibaydbleunro4)o.. 2,000.00 
Motor Treks 5.5... +. 12,000.00 | Interest Accrued......... 1,000.00 
Furniture and Fixtures... 3,000.00 | Reserve for Bad Debts... 1,200.00 
JEP NSTC le pig Bh are aye eB ee 60,000.00 | Bonds Payable (5%)..... 100,000.00 
Raw Material........... 14,000.00 | Capital Stock, Preferred.. 50,000.00 
Goods in Process........ 8,000.00 | Capital Stock, Common.. 100,000.00 
omisnedyGcodse mes 19,000.00) ESUTpLUS sy. ae eae: 40,000.00 
ashes 0 ANE 8,000.00 
Notes Receivable........ 16,000.00 
Accounts Receivable...... 40,000.00 

$350,000.00 $350,000.00 


To effect the reduction of the surplus of the Strong Co. to even multiples of 
$10,000, by consent of all the stockholders, a special dividend was declared to be 
shared by both common and preferred stockholders equally on the basis of their 
respective holdings; and it was further agreed that because the preferred stock 
carried a participation privilege and preference as to assets, in the distribution 
of the stock of the merger in payment of the respective interests of the present 
stockholders, the preferred holders should be considered as being entitled to a 
pro rata share of the adjusted surplus and good-will. 

The net profits for the last period, after deduction therefrom of 8% interest 
on the respective capitals as adjusted by taking effect of the foregoing items, 
were capitalized in even thousands of dollars on a 20% basis, to determine the 
value of the good-will of the two companies; the good-will of the Strong Co. 
so determined to be in addition to its present good-will. It was ascertained 
that the net profits for the last period were: Strong Co. $41,750, Randall Co., 
$30,000. 

To carry out the plan of the merger, the Sterling Trunk Corporation was 
organized with sufficient capital in 7% cumulative preferred stock and common 
stock to acquire the two other companies, and additional common—to remain 
unissued for the present—to bring the total capitalization to $750,000. 

(a) Submit a statement showing the capitalization of the Sterling Trunk 
Corporation and the distribution of the capital stock to the other companies. 

' (b) Prepare the balance sheet of the Sterling Trunk Corporation as of De- 
cember 31, 1916. 

(c) Write the journal entries necessary to adjust the books of the A. M, 
Strong Fiber Co. and to show its sale and the transfer of its properties to the 
Sterling Trunk Corporation. 
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XVII 


rt. A fire partially destroyed the power plant and equipment of the Zehner 
Manufacturing Co. on the night of June 30, 1918, entailing a loss of $25,000 
on the building, and a 2/3 loss on the equipment. Insurance for one year, with 
the 80% coinsurance clause, had been purchased January 1, 1918, for $1,775, 
covering the above property. The policies carried $40,000 on the power house 
and $100,000 on the power house equipment. On that date—January I, 1918 
—the values of the power house and equipment as shown on the balance sheet 
were: 


Powers louseeamnne efter. ater $75,000.00 

Less Depreciation Reserve............ 12,000.00 $63,000.00 
Power House Equipment............-02.. $200,000.00 

Less Depreciation Reserve............ 80,000.00 120,000.00 


Depreciation was estimated at the rate of 4% per annum on the power house, 
and 10% on the equipment. 

The insurance company settled on the above basis. 

Show the journal entries necessary to make all the adjustments in the 
accounts. 

For the purpose of the problem assume that the rate on the power house 
was the same as on the equipment. 


2. The Colorado Rock Drill Co. authorized the issue of $100,000 of 6% 
cumulative preferred stock callable by lot in amounts as follows: 
$10,000 at the end of 5 years at 107 in cash. 
$10,000 at the end of 7 years at 106 in cash. 
$15,000 at the end of ro years at 105 in cash. 
$15,000 at the end of 12 years at 104 in cash. 
$50,000 at the end of 20 years at par in cash or convertible into the com- 
pany’s common stock at the option of the company. 

The entire issue was sold for cash at 103. 

Set up the accounts showing the handling of all redemption transactions at 
the five periods above referred to, with these additional facts: It is the expecta- 
tion of the company to provide for a permanent increase in capital of $100,000, 
the amount of the preferred stock issue, during the life of the issue; and at the 
end of the 20 years, the company exercises its option by converting $30,000 of 
the preferred into common stock out of unissued common to that amount held 
in the treasury. 


Instructions 


Problem 1. Refer to Chapter XXXII. 
Problem 2. Refer to Chapters I and XXI. 


fod 
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XVIII 


The Sterling Trunk Corporation, hoping to recoup excessive trade losses, 
engaged more extensively in the manufacture of war supplies. Instead of real- 
izing the enormous anticipated profits, they sustained a severe loss through an 
explosion followed by a disastrous fire on August 1, 1918. Theassets destroyed 
were only partially protected by insurance because of difficulty in getting a 
reasonable rate. Also some policies which had expired had not been renewed. 

The following information was accepted by the insurance companies as a 


basis for settlement. 


Date of policies January 1, 1918. 


Reserve Amount Unex- Coi 
Original for Yearly of Prop- pired Oln= 

Name of Value of | Deprecia- |Rate of] Face of erty de- {Premium Soinase: 

Property the tion Depre- Policy |stroyed on Jon Policy| © aie 

Insured Property Jan. 1, jciation Aug. 1, | Aug. 1, be ie © 

1918 1918 1918 CuICY, 

Buildings. ..|/$110,000 | $10,500 | 5% | $30,000 | $80,000 | $200 80% 
Machinery..| 76,000 14,000 | 10% | 20,000 3/4. 150 | 100% 
Furniture & 

Fixtures. . 4,700 1,200 || 12% 4,000 70% 10 80% 
Patterns & : 

Drawings. 3,500 20%, 1,500 All None 60% 
Finished 

Goods*...| 16,400 80% 90% 120 80% 

of sellingjof selling 
price price 
| 


* The finished goods were listed at the factory cost but the policy covered the selling 
price which was based on a profit of 60% on the factory cost, with 10% on sales added for 


selling expenses. 

(a) What is the effect of the coinsurance clause? 

(b) Determine the amount of insurance received for each asset. 

(c) Indicate, by means of journal entries, the effect on the various accounts 
involved in the settlement of the losses. 


XIX 


The European War caused a reduction in the income of the Trunk Company 
by an abrupt falling off of sales; also as a result of the rapid increase in materials 
several contracts were completed at a loss. These losses together with the 
unexpected logs by fire placed the company in an embarrassing financial condi- 
tion. There was great pressure from bondholders because the interest for the 
last year had not been paid, and dissatisfaction among stockholders because 
dividends had been passed. Current debts could not be met and it was clearly 
evident that the business could not continue long in its present condition. To 
remedy this a meeting of the stockholders was called and a committee on reor- 
ganization appointed. The recommendations of the committee, which ar 
given below, were put into effect on December 31, 1918. 
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The holders of the 6% bonds were given one share of new cumulative 7% 
preferred stock in payment of defaulted interest on each bond. The holders 
of the $100,000 of 5% bonds assumed for Randall Manufacturing Co. contributed 
in cash 5% of the amount of their bonds and received for each $1,000 bond a 
new $500 bond bearing 5% interest and $700 in non-cumulative 6% preferred 
stock. The holders of $60,000 7% war munitions bonds received for each 
$1,000 bond $600 in 6% preferred stock and $500 in common stock. The old 
cumulative preferred stockholders were given new non-cumulative preferred 
stock, share for share. The old common stockholders were given new common 
stock and were assessed $20 per share for which they were given new cumula- 
tive preferred stock. 

(a) Determine the amount of cash, bonds and various classes of stock to 
carry into effect the reorganization. 

(b) Present the journal entries necessary to record these data. 

See Problem XVI for other necessary data. Assume all common stock 
outstanding. Par value of old issue bonds, $1,000; stock, $100, 


XX 


The Hillsdale Co. operates a factory and general sales organization from 
its main plant and conducts two branches, A and B, as distribution centers at 
conveniently located points. The branches maintain independent records 
which are subject to periodic audit by the head office. At the close of the 
fiscal period the branch trial balances are sent to, and incorporated with, the 
head office trial balance to determine the results of combined operation. Be- 
low are given the trial balances of the head office and branches with the data 
necessary to close the books and determine results. You are asked to present 
closing journal entries for Branch A and the entries necessary to incorporate 
the branch results with the head office and to close the head office books. 
Also present a consolidated balance sheet after closing. 


TRIAL BALANCES, JUNE 30, 1918 


Branch A Branch B 

(GIS onde fom os ees $3,000.00 $1,000.00 
Notes and Accounts Re- 

CEINal0 | Coa ere 70,000.00 50,000.00 
Salares ccewnerts io) cm fee 15,000.00 5,000.00 
Renter, ever Cremer bieie soi 2,700.00 1,500.00 
Other Expenses.......... 10,000.00 7,000.00 
Salles iene rarer ee eres eres $75,000.00 $48,500.00 
Sundry Accounts Payable. 5,000.00 7,200.00 
Purchases from Head Office 70,000.00 50,000.00: 
Head Office Merchandise. 70,000.00 50,000.00 
Head Office General...... 20,700.00 8,800.00 


$170,700.00 $170,700.00 $1 14,500.00 $114,500.00 
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Inventories, at billed price: Branch A $10,000, Branch B $5,000. 
Create on the branch books reserves for doubtful accounts of 1% of the 
sales at each branch. 7 


HEAD OFFICE 


Plantjand Po uipmaemb eee .0 cies osus sc ssece s - $250,000.00 

epreciation Reserve Plant and Equipment...... $50,000.00 
(CRISES. 58 Oo WA GIG «, cet chk See te 25,000.00 
Notes and Accounts Receivable................ 100,000.00 
INeceR ie Om DOMD LIU PA CCOtUt tS. mys see ye reise 5,000.00 
Merchandise Inventory, June 30, 1917.......... 27,500.00 
iINotesandAccountsiPayablesj.. eee oss one 45,000.00 
PRU CUASCS a, aPaeia Ey care iene atin apags ns ee 2 «af 170,000.00 
MMIC InVPEU XP CHO CS enti nye cee eres seat 35,250.00 
IDYSCESSEHATORIRS Ax ceojee ee CE UG Cea ICR rae RnR 12,500.00 
JBEEVe MIDS OA GMs, BS orc Oren een Rn eet ac 1,125.00 
SEH ae re cis Sree Oe OT ene rT ert oe 225,000.00 
SHUGS Age) TERRE NES Nols Odin do Ais toda Gea mena a 120,000.00 
BranGar Asm Vlerehancd 1S@rm ney ettestanay neice. Buc 70,000.00 
Branch BaeMiercnanGise cnt. acaiys ker oer ote 50,000.00 
Brame ny Av Gretenallis mam cpcattese cactus ersers cuore sets 20,700.00 
iBrancueb General eye eer el eee caer ae 8,800.00 
CamitalsStocke prrmeirna sce neers cles oe ee arene 250,000.00 
PSUR LUG Gene et cuss oem nale, lavetats lettelete tee Me Mens sale sas: 75,875.00 


$770,875.00 $770,875.00 


Head office inventory, $30,000. 
Goods were billed to the branches at 150% of cost. 


XXI 


A New York company doing business in London, received the following trial 
balance from its London office at the end of a fiscal year: 


TRIAL BALANCE—LONDON OFFICE 


JPA Bt ao oOo 2 Dee ene tmce ar trcAad eaten eee £100,000 
ACCauimta Receivables, CRIM. ws tt Walon. celine sine 75,000 
Necoun tsveayelle Meme. Wh ois ah Bier teetaacl tet, aches £ 35,000 
FI SaSTIS SIM eee GP Rakion eotaitety neta choeulaet. oh M A ahaus ardlclelils 10,000 
PCOMCa eer he ae Saad ATEN a Aas Bue 100,000 
WierchanciSe:todegan eeacitoeeraere ot Vaieke hy ose 20,000 
INewa Voth Of CePA COURU .rerlitcls) je) serene clete testel= lel 135,000 
(Remitham Capa CCOlltne suerte ieie eioa ies ereler ae 60,000 
Gash eae heh ine SNS He A Ck AMEN OFF ak 5,000 


£270,000 £270,000 
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The New York books showed as follows: 


TriAL BALANCE—NEW YoRK Books 


Cryomialll, SO shucgonapecsoodscococmsosowber $1,000,000.00 
PAatentsee <wsc ees Bc eee coats emcee $600,000.00 
london OfuceyAccouintee ener cen a reieren tee ae nena 656,100.00 
vemutvance ACCOmunil sen se ccs «hikers cident eee ores 291,712.50 
lOnqalaeseouie cuit ub CAO oO EAR OtD Coon ord oot 10,000.00 
(CEs goa Ee AaB OTC ORE ee Oo oat 25,612.50 


$1,291,712.50 $1,291,712.50 


The remittance account consisted of four 60-day drafts on London for 
£15,000 each, which were sold in New York at 4.85 1/2, 4.86, 4.86 1/2, and 
4.86 3/4 respectively. 

Make such journal entries as are necessary to incorporate with the New 
York accounts the results of the year’s business in London (conversion to be 
made at the average rate of exchange of the four remittances), and establish the 
new balance of the London office account so that it will agree with the London 
books when converted into sterling at 4.87 1/4, the rate of exchange ruling on 
the last day of the year. Show also trial balance of the New Yark books after 
closing. 


XXII 


Company A owns the entire capital stock of Companies B and C. The 
assets and liabilities of the respective companies are as follows: 

Company A: cash $10,000; deferred charges $150; inventories $1,000; due 
from allied companies $25,000; notes receivable $15,000; petty cash $100; trade 
creditors $1,000; capital stock $100,000; surplus $5,250; notes payable $50,000; 
other investments $55,000; investments in allied companies $50,000. 

Company B: trade debtors $10,000; cash $4,000; deferred charges $200; 
notes receivable $1,000; petty cash $500; inventories $8,000; land $10,000; 
buildings $25,000; equipment $20,000; surplus $1,000; dividends payable $500; 
due allied companies $30,000; notes payable $10,000; accrued liabilities $200; 
capital stock $25,000; trade creditors $12,000. 

Company C: capital stock $30,000; notes payable $15,000; cash $2,000; 
trade creditors $4,000; notes receivable $1,000; petty cash $200; accrued ex- 
penses $100; trade debtors $3,500; allied companies $5,100; surplus $2,300; 
inventories $5,000; land $7,500; deferred charges $100; equipment $15,000; 
buildings $12,000. 

Prepare consolidated balance sheet. Submit with your solution your 
working papers. 

Criticize briefly (not to exceed 500 words) the condition of each company 
and state whether, in your opinion, the investments in allied companies are 
valued correctly. 
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XXIII 


Jones & Robinson, merchants, are unable to meet their obligations. From 
their books and the testimony of the insolvent debtors, the following statement 
of their condition is ascertained: 


(Cail utobauale Ienntsl and 17) coteunegntaichaky SR OO See Oe RE eC See ee $5,500.00 
Debtors ($1,000 good; $600 doubtful but estimated to produce $200, 

MEGS Le OOOMELC See tee eae eo wet, A eee ES, SO ye GPR (om 2 2,600.00 
Property (estimated to produce $9,000)..............0050+..000hne 14,000.00 
iINGuessReceinza blen (GOO Gres. ue net ee 5 Penis ence is ee AO onpae ates 4,250.00 
Other Securities ($3,000 pledged with partially secured creditors; 

the remainder held by the *.ily secured creditors)........... 28,000.00 
SOMES ee al Wil Smee ee cia ee eee hs eid i eosin aie siete aie 3 eabet Gonos 9,000.00 
Vlomess Ga pital ameter terete, eee. bel colie. te Gonceer vaetandvoks fem he eta 10,000.00 
VOM ITISO MEO raw CSM t Cm treer acmcrsitteie a misic cee clolta stein en a titers: 8,400.00 
Ivopinsone Ga piballepanme perc orb elie cancers cin hs ctrees 2 eo oe 16,050.00 
NSU CLE LOSS CSUs MENA rare MET My veartore ata irs scitelhayeldte Msn cemyecene Mace est 13,500.00 
Preferential Claims— Wages, Salaries, and Taxes................ 700.00 
BEA Ges) MI CLS CSP RR eR ire cae grain eed eieuiota crete ehersdaee hearer 7,400.00 
Creditorss Umsecured any mesons cir Meee APN aN ne od) 6 so shtue eto ateenete 25,000.00 
Grecditorspeartiall yao CCUbe ciome Mets onc Tecan cicha aie es caer ste 23,900.00 
Cyaolivongi mille cwineclar os Banc ndagans RAM nmiCn oD iAD cot Soma 17,000.00 


Prepare a statement of affairs and deficiency account. 


XXIV 


Parker & Riley, being unable to meet their obligations, have made an as- 
signment. ‘You are asked to prepare a statement of affairs for presentation at 
a meeting of their creditors. Some of the creditors are entirely or partially 
secured, the security being a part of the assets. The following is a trial bal- 
ance of their ledger at the date of the assignment: 


CASH ee EMR ew reset speakers ey era, crertineva nity eeahors od $1,200.00 
Stocmand Viarenteala(olduimvemtony) sete cee: 12,000.00 
Reliance Trust Co. Stock (20 shares at cost)......... 2,200.00 
IACcountS REeeiVaDIEe. 52). acta gee a ersacsin i iis sion snes 10,550.00 
iNotespNecet valle wis « «nid en ele! vee Mehedotd Rh otare te es fats 2,000.00 
Mortgage Receivable (second mortgage)............. 1,000.00 
Real Mstate (Store building and lot)................. 14,000.00 
AP AXG UTES eee ONG te BP es) sie seis vine wasp e ele eaecal 1,700.00 
Horses, Trucks, and Harness (asset account)......... 1,400.00 
ACCOM ESM ania Il OMeie a ea fe Scie ue? Gris Settee) esata nia $28,000.00 
Woans. Payalo le merece c ceteuebas sive cleat oul Saye eo ets ai 7,000.00 
MORISeEe Om INGA) IBSIMG. oo occa ss cassocacs 146068 5,000.00 


DCL ac Cou Mee MNeEeIMEE rye ec ie ie.o sieve sus wesc al cemtereereeps sce 30,000.00 
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Galege ean ead cin aves Sere eeceenciar > Oa en he rec sears 36,000.00 
RSM US econ cases eee ee ele ee Re te ces etaicicareseatatie ae 1,200.00 
DA LATICS te eT ictne es aa eae cone Coreen Okeroa 3,500.00 
IGA LSISSE Avavah IOIWCO IAS a Aedo uma comoshwos modo cove 960.00 
FRAKES A CCHUCCIE pum. stun cee esate never meena arent 740.00 
IGEN MATS WEA COR Coan von opvoneoerbo uso ebb Or 500.00 
General xpetisestan mt epeeerie mete mienctomrnereia seiner 4,130.00 
Pater Capital oes cn we eet Coat aes ee ee ae 8,000.60 
Ril ya Capitals eee erence ic cette eee cena oh ; 4,000.00 
Par herml re Willys yan -ereyatettlstpes demeneeciti sl etsasn eet acesae tenes 3,000.00 
Riley, Drawitige:t see ane cccen scm ae eile eee = ares 1,800.00 


$89,940.00 $89,940.00 


The accounts receivable are classed as: good $8,000; doubtful $1,500 (es- 
timated to produce $1,000; worthless, $1,050. Notes receivable will realize 
$1,800; the second mortgage is estimated to produce $800; the trust company 
shares $1,800; delivery equipment $900; fixtures $1,000; and real estate $12,500. 

Of the accounts payable $20,000 is unsecured and $8,000 is secured by the 
second mortgage and trust company stock. The loans payable are secured by 
the equity in the real estate. The inventory of merchandise on hand which 
foots $5,000 is expected to realize $3,000. Other liabilities not booked are 
employees’ wages $550, and interest on mortgage $125. The unexpired insur- 
ance is expected to yield $150 upon redemption. 

Draw up a statement of affairs and deficiency account. 


XXV 


The Metropolitan Book Co., a corporation, goes into voluntary liquidation 
and a trustee is appointed. The following is the trial balance of the company 
on July 1, 1918, the date when its affairs are turned over to the trustee. 


Capital Stockege avis autres a cvcteta ct aiaclokasieiayecetete eras ens $20,000.00 
Cashier. ote a attiee. Woks: onPeadon erature olin orn Peace $553-69 
Office PurnitGrernyt sn ceaat oe cits Sees 1,666.92 
Meéter De positiphtmek. =o. leanacuntie mene oe Rin ena 60.00 
NccountseREGeivabley. gimmie anne tty cree ace oe 26,153.95 
Rogers & Co. (moneys collected for their account)... 14,738.00 
Notes! Paya oleae oe ot oa ete ooh SOR TEE Ore eee 27,573.50 
Accounts *PAavableRn es any. ceua meee sinc t eee ree aes 4,197.22 
PUTCHASCS: cc MMA he ence A Nabe: sais oe a2 tone arco Sea anes 27,404.74 
Sales: tie Ae ses: Saree saws Me ES ERT 8,045.35 
WE PGASEM <1 28s Se oe re wa ee ew a rie sik oye diss rok Gases 10,751.97 
SUPplsi pie eas Cees Cee eones encima rears ay tre 7,962.80 


$74,554.07 $74,554.07 
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Value of merchandise on hand is $20,183.86, and the other assets are ap- 
praised at book value. The trustee’s cash receipts and disbursements are: 


Dr. CASH Cr, 
Balance taken over....... $553.69 | Notes Paid........,....- $27,573.50 
Meter Deposit......0...... GOON Accounts aid eee: 4,197.22 
Office Furniture.......... 487.90 | Merchandise Bought...... 562.55 
Accounts Receivable,..... 22,872,754" DXPENSES, 2.5) Sees bod neler 5,697.01 
Additional Collections for Rogers & Co, (in full)..,.. 16,703.24 
Rogers & Co. (in full)... 1,965.24 
Sales of Merchandise..... 22,090.70 
Commission from Rogers 
CGO. mle Vey kisi bus Opate 6,703.24 
$54,733.52 $54,733.52 


Accounts receivable not collected are worthless. 
Prepare a realization and liquidation account in technical form. 


XXVI 


Messrs. Sharp and Green having given the firm’s notes to a friendly com- 
pany as an accommodation, became embarrassed through failure of the payee 
and appointed a trustee to realize and liquidate. The following is a statement 
of their condition January I, 1916: 


Assets Liabilities and Capita! 
(CAB er aia oN gt af cena $500,00 | Mortgage on Real Estate.. $5,000.00 
Merchandise............ 20,000.00 | Mortgage Interest Ac- 
Real Mstates menue: sae 25,000.00 Crucd Meer eee ne 250.00 
Notes Receivable........ 5,000.00 | Taxes Accrued......... 375.00 
Accounts Receivable (in- Accounts Payable  (in- 
cluding accommodated cluding accommodation 
Aryeh 55,000) vane 62,000.00 Maperias COntta) ase 61,550.00 
Notes Payableyia.....5- 1,000.00 
Henry Maxwell, Special 
Rariners ee ere 10,000.00 
Samuel Green, Capital... 20,325.00 
James Sharp, Capital..... 14,000.00 
$112,500.00 $112,500.00 


The following is a memorandum of the trustee’s transactions for the year: 
purchases to complete contract orders $70,000; sales for the year for cash 
$108,000; uncollected accounts $2,000; stock of goods on hand December 31, 
1916, $10,000; notes receivable collected at a loss of $600; accounts receivable 
collected $3,600, balance lost; received 75% in full settlement of acccommoda- 
tion notes and paid cash on account of same $48,000 giving renewal notes for 
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$10,000, The legal fees and petty expenses paid on account of accommodation 
paper amounted to $2,400. The following payments were also made: mort- 
gage, with interest, and one year’s accrued interest to December 31, 1916; 
all taxes, notes payable, and accounts payable; and clerk hire, wages, and other 
expense, including an allowance of $100 per month to each of the active part- 
ners, one year’s interest at 6% to Maxwell, interest on Green’s excess capital 
($6,325) for one year at 6%, and trustee’s fee of $5,000—in all $10,000. 

The special partner had a 1/10 interest and the general partners shared alike 
in the residue of the net profits. 

On January 1, 1917, the estate was returned to the owners. 

Prepare the trustee’s realization and liquidation account in technical form, 
supported by trustee’s cash account. Show a balance sheet of the estate as 
turned back to the partners, and set up the partners’ accounts. 


XXVII 


Three partners contribute capital as follows: X $90,000, Y $45,000, Z 
$15,000. ‘They share profits in the proportion of X 50%, Y 30%, Z 20%. 
X’s salary is $5,000, Y’s salary is $3,000, Z’s salary is $2,000. At the end of 
their fiscal period X dies. The books are closed and the net assets ascertained 
to be $152,500. Zand Y liquidate the firm’s affairs and distribute the surplus 
assets quarterly as follows: 


TWAS OLLERANS RLS. Holy oo aes awe soe sus $42,410.20 
SSwovavel, GREVAWE Go. Sou oe aoe eee A, O22230) 
Rbindtauar teorcemmern ei te cee re ie 31,967.50 $149,000.00 


Prepare a statement of the partners’ accounts, showing how the distribu- 
tion of assets should be made, together with the apportionment of the loss. 
Give your authorities. 


XXVIII 


Use the following instructions as a guide in preparing a special report on a 
business with which you are familiar, either by experience or through investi- 
gation. 


(a) Write a short history of the business, giving: 

Teeeivles 

2. Character of business in which engaged. 

3. Date of beginning and amount of capital invested. 

4. Successive changes affecting: 
The ownership (individual, partnership, or corporate), 
The amount of capital. 
The character of the business in which engaged. 
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(b) Submit: 
1. A trial balance at the close of a fiscal period. 
A balance sheet for the same period. 
A profit and loss statement for the same period. 
Adjusting and closing journal entries for the same period. 
Note: If possible, give 1, 2, 3, for two successive periods and 
prepare a comparative balance sheet and profit and loss 
statement. 


yep 


(c) Prepare: 
1. A list of the different books and blanks used to record the 
financial transactions. 
2. A sample page or blank or a copy of each item listed under 1. 
Note: If the copy should require a great deal of space, simply 
give the form of ruling, headings, and size of page. 


(d) Write one or two typical entries in each book and show the form of 
closing in actual use. 


{e) As a separate problem: 

1. Outline the course of an article from the time the order is placed 
until the goods reach you. This would be a purchase de- 
partment record. 

2. Outline the course of an article from the time you receive 
the order until the goods reach your customer. This would 
be a sales department record. 

Note: For both 1 and 2 attach actual forms used or copy of 
same, if possible. 


(f) Information in regard to: 
1. Terms of sale. 
2. Treatment of C. O. D. or approval sales on the books. 
3. Treatment of freight inward on the books. 
4. Treatment of freight outward on the books. 
5. Treatment of accounts for containers or boxes to be returned by 
your firm; by your customers. 
6. Treatment of petty cash. If this has not been furnished under 
(c) 2, give sample page of petty cash. 
Treatment of consigned goods on the books. 
Closing journal entries. If this hasbeen furnished under (b) 4, 
omit. 
g. Treatment of instalment sales. 
10. Pay-roll system. 
ir. Your method of entering payment from customers. 
12. Provision for bad debts. 
13. Method of providing for depreciation. Give an example. 
14. Provision for redemption of bonds payable. 
15. Interest on daily or other balances. 


con 
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(h) Constructive criticism of any department or part of same which you 
think would make it more effective or less expensive if conducted 
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Proportional discount. 

Assignment of accounts receivable. 

Use of check figures. 

Number of customers. 

Amount of gross sales. 

Amount of gross purchases. 

Methods of obtaining inventories and basis for valuation. 
Usual gross profit. 

Usual gross expense. 

Figuring profits. On selling price or cost price. 
Figuring expenses. On selling price or cost price. 

Use of selling or expense charts or charts of any other kind. 
Insurance carried and manner in which it is written off. 
System of branch or agency accounts. 

Nature of items found in allowances. 

Use of mechanical appliances in offices. 

Filing systems, other than for correspondence. 
Frequency of audits by firm’s staff. By outside parties. 
Cost system in use. 

Date of installation of present system. 

Rate of turnover. 

Treatment of cash sales. 


Adverse criticism of any department or part of same which you 


know from actual experience does not work out as it should. 
Your opinion as to the cause. 


according to your plan. 


(i) Anything peculiar to your business which has not been included in any 


of the previous divisions. 


APPENDIX C 


MISCELLANEOUS PROBLEMS FOR SUPPLEMEN- 
TARY WORK* 


PARTNERSHIP 


1. A partnership on equal terms between A and B is dissolved July 1, 
1917, the books on that date showing the following: 

A’s capital paid in was $16,000, and his drawings were $3,500. B’s capital 
paid in was $2,000, and his drawings were $1,500. Goods purchased $50,000; 
sales $40,000; business expenses $1,800. A loss of $1,600 was made on a $5,000 
consignment of goods to Liverpool. In the settlement A agrees to pay B an 
old debt of $3,500. Prepare requisite accounts, and show final balance pay- 
able by one partner to the other, 


2. Aand B are partners carrying on a business in Winnipeg. On January 
I, 1918, after adding profits for the past half-year, A’s capital amounted to 
$150,000, and B’s to $100,000. On that date they take into partnership C, 
upon the following terms: viz.: he is to bring in capital amounting to $25,000, 
and each partner is to be credited with interest on his capital at 6% per annum. 
All profits (after debiting interest) up to $25,000 are to be shared by A and B 
exclusively in proportion to the amounts of their capital at January 1, 1918. 
All profits in excess of $25,000 are to be shared equally by the three partners. 
Accounts are to be prepared and profits and interest credited half-yearly. 
C is to be credited with a salary of $5,000 per annum. On June 30, 1918, the 
profits divisible after debiting C’s salary, which he has drawn, but before 
charging interest on partners’ capital, amounted to $75,000. The partners’ 
withdrawals which are not chargeable with interest were: A $12,500, B $10,000, 
and C $3,750. Draw up partners’ separate accounts as they should stand 
on July 1, 1918. 

Assume that instead of a profit, a loss of $75,000 had occurred. How 
would you have treated it in the accounts in the absence of any direct pro- 
vision in the partnership agreement relative to losses? 


3. A, B, and C were partners in business for several years. A died De- 
cember 31, 1917. The articles of copartnership provided that on any change 
in the firm the good-will should be taken into account and its value divided 


*Most of these problems in Appendix C are C. P. A. problems of various states. The 
dates have been changed to recent dates. 


727 


728 ACCOUNTING—THEORY AND PRACTICE 


—one-half to A and one-quarter each to B and C. The balance sheet at the 
date of A’s death was as follows: 


Assets 
(GES aA A Ai ire ORR bie ee eres ete Ag fs OF $1,500.00 
iMedia Oin IRIN Ga. c ooo oooa dao semoe oo dow 12,000.00 
Sundry Notes and Accounts Receivable.......... 15,000.00 
—_———— $28,500.00 
Liabilities 
Sundry eNecountseayablersaerse sirens tee $8,500.00 
A siNet, Imvestinenity etism «cae eyeyseaerereatye eee 10,000.00 
Bi saNetslinvestinaen treat -cy- oneimeepteor-ace et crease ters 5,000.00 
@isiNetilnvestiientam ei srrtel earner ier pe iieestee: 5,000.00 


$28,500.00 


In January, 1918, B and C arranged with D to come into the firm with 
$5,000. The good-will is, by agreement, to be valued at $3,000, The new 
firm, consisting of B, C, and D, takes over the business and good-will in equal 
shares, subject to an allowance of 2 1/2% on the notes and accounts receivable. 
It pays the estate of A $5,000, with the understanding that the balance due 
A’s estate shall remain as a loan at the rate of 5% interest. 

Prepare the balance sheet and the capital accounts of B, C, and D as they 
should appear at the beginning of the new business, writing off the purchase 
of good-will in equal proportions to the amount of capital invested. 


CORPORATION—OPENING THE Books 


4. C, D, and E are partners sharing profits in accordance with capital 
investments. At end of the fiscal year, after all nominal accounts are closed, 
the books show the following: 


(COST ey oer WL oer eee ere oats erence eats $20,051.00 
PLAT ther rere sacra ors eck crcicbe Toisas ae a mice: 60,422.00 
Tnvenbonvg0 tal lerchanGice nner tire tt tana 41,300.00 
BillevRecenvablemantrt erciacrt ce cinerea 18,028.00 
1BKOO)/< ANCCOVELAMES INCOBNAOEs «so conc csenodoc aoe 70,402.00 
GD ra wins mame mete Mertens heer pees ee 8,400.00 
ID WD Ta Wane Sinen aerate eke a sae erare eam eee 6,000.00 
Dyed Dy eew hal Rhee cats Sine d Stated OO SAR Sine ns 4,800.00 
Bills\ Da va lemuegeen sraeprer rect nicitck rameter ee oe $5,211.00 
GS Capitals Sane tren aa- tic nceninereen eee 100,000.00 
Di Capitalga.ccrust+ miciorctt = corny Soca tene 50,000.00 
E (Capitals eveiovar 2 Acca on bobo abe Se. 50,000.00 
Protitiandcoss Undivided Profitsmes mean e: 24,192.00 


$229,403.00 $229,403.00 
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The partners thereupon incorporate a company with an authorized capital 
of $250,000, The company so formed purchased the partnership assets and 
good-will, not including the cash, for $250,000, payable $200,000 in stock and 
$50,000 in cash, the last-mentioned cash being the proceeds of sale of stock to F. 

It is the intention to divide the purchase-money stock among the vendors 
in proportion to their former capital and to adjust their accounts by the divi- 
sion of the cash shown in trial balance, which will then be placed to their 
credit as loans to the company at 6% interest and remain as working capital. 
The bills payable are to be settled by the partners. As the drawings of the 
partners are not in proportion to their respective shares in the profits, the 
partners are charged with the interest thereon in the following amounts, viz.: 
C $231, D $165, and E $132. 

(a) Frame the necessary entries to close the partnership books and show 
the amount of cash received by each partner. 

(b) Referring to question (a), frame the necessary entries to open the 
books of the company and prepare a balance sheet showing the condition of 
the company at the beginning of its operations. 


5. The Frost Manufacturing Co. was incorporated April 10, 1918, with 
a capital stock of $200,000, divided into 2,000 shares of a par value of $100 
each. 

Payments were made on this date as indicated in the following subscription 
register: 


Subscriber No. Shares Amount Form of Payment 
C. Dunn 100 $10,000.00 Cash 
E. Ferris 200 20,000.00 Cash 
G. Hall 400 40,000.00 Cash $10,000, and Hall’s note with 


interest at 6%, due in one year, 
for the balance. 


April 12. Expenses of $1,200 incidental to the organization of the corpo- 
ration were paid in cash. 

April 15. The corporation purchased J. King’s entire plant valued at 
$170,000 and assumed his liabilities amounting to $70,000, giving in full 
payment 1,200 shares of stock at par. 

April 20. S. Samson subscribed for 50 shares of stock and paid an instal- 
ment of $30 per share 1n cash. 

April 22. To provide working capital, each of the following stockholders 
donated 1/10 of his shares of stock: Dunn,.Ferris, Hall, and King. 

April 25. Cash was received for 100 shares of donated stock sold at 85. 

April 27. Samson gave his note due in six months for the balance due on 
his stock subscription. 

April 28. The directors authorized an issue of $50,000 in bonds, with 
interest at 5%, to mature in 20 years. 

April 30. Bonds having a par value of $30,000 were sold for $28,000 in 
cash, 
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(a) Write journal entries to record fully all the above information in 
the financial books of the corporation. 
(b) Prepare the corporation balance sheet for April 30, 1918. 


MANUFACTURING STATEMENT 


6. The Marine Equipment Co., a corporation, manufactures metal 
boats and deals in marine supplies. A trial balance of the general ledger, 
December 31, 1917, is given below: 


Land aisha ee Ae. en kL ne er eee oe $20,000.00 

Bail lira oars repeats oars esa oligfcuatter snosconeier svete oyoRe oles 50,000.00 

Machinery ands @ooleserssms aos aes isi aise 40,000.00 
Avitomobilewiruckstry cca teraction 5,000.00 

Paten tee ral aabethy. sasha Ms eels clth soe dele 7,000.00 

Office Purniture and Misturesor aentacn «rete 700.00 

Accounts Weceivablep une sachet eae 19,000.00 
INotestRecelvalb lore aarti tesuiemiatevires oe ae 10,700.00 

Notes Receivable Discounted................-- $6,000.00 
Raw Materials Inventory, January I, 1917...... 20,000.00 

Goods in Process Inventory, January I, I917.... 5,000.00 

Metal Boats Finished Inventory, January 1, 1917 8,000.00 

Marine Supplies Inventory, January I, 1917..... 12,000.00 : 
Union National Bamlkesme vaca eier aa = 8,740.00 

Capital Stock amie cress cise. aecie 2 fe tiGteghehae < 100,000.00 
DUO. Bc eo Meaiear sc mucrsccinats icons oe OR ORM ae 18,000.00 
‘Treasurys Stocks bigs seme ahem aeniok a. tah ees cs 10,000.00 

Bonds Payable, 5% First Mortgage............ 40,000.00 
Reserve for Depreciation, Buildings............ 1,200.00 
Reserve for Depreciation, Machinery and Tools.. 1,000.00 
Reserve tor Depreciation, Automobile Trucks... . 200.00 
Notes! Payablecqcmmeion erage recur eae ace 2,000.00 
PICCO UVES MEQV ALC ae tere ey are wuereiiyocee cus reer a Pa 24,000.00 
Burehases ia we Vat etialionsm nv serie te incre el: 40,000.00 

Purchases; Marine suppliesn.. .qmeueeaec aries 30,000.00 

Freight Inward, Raw Materials................. 2,450.00 

Freight Inward, Marine Supplies............... 1,340.00 

Iivassieg ove rial (C aya evee (OMAN 6506 ok vob Skauce 824.00 

Salles, IMIG ail BOM aoe Gh Ohiea. doo seleba hes Sb Oaue 131,130.00 
Sriles, Marsha SujayWiesiss sooo dbo seoossocanocons 58,960.00 
Productive: laborer eee nae cee ane: 32,400.00 

Nona broduchiver ao ieee innit ner ne 15,230.00 

SOLOS WMT AOIMOES 5 01h doc doeeoavcdonesscuoosec. 3,420.00 

JEWSayE, Medes, Bra OEP oo coco cooase bbeddeees 8,500.00 

SOP: Sup Piles meraretceer rere creer hie eae ea ee 2,490.00 


Miscellaneous Factory Expense................ 1,300.00 
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Vins tba ace Meme Te Come Peete a Paced wiki suet 300.00 
Repairs to Machinery and Wools). i.....0+....4 2,146.00 
‘ADEE creseiuagtie racuch 1 cL ARI RAS Oe PREC es ore ee 400,00 
ENGIVODUIGIN OME REE ae ettccs Sesacc key Gaba do 3,420.00 
Returned Sales and Allowances, Metal Boats. ... 1,200.00 
Returned Sales and Allowances, Marine Supplies. 862.00 
IDigaorBiattenGunSailesiny ny crook ae om San Mao: 3,710.00 
IDISCaRUAE olay I BIOSES 445 Ae eeu as oe leh does 5,071.00 
SATESIMEMRSR AACS a teat Mire inate ee vivee ein cates 6,570.00 
alesmen's: (raveline: Mxmensesassqok anes teal 2,354.00 
AGHEAIRCSS WONSAIMESINSAY 40 pao one oboe us yccdeL 450.00 
Ofice;Salartesmimrc Mesa et cos corde eed tas % mee ba 8,630.00 
ILS OR g SOS So inion S eh Rye, Guba GRP e LOA ae RON 540.00 
Sratnomery BiaGl sors a asa sc odio aod ace ea vee 1,200.00 
BO SAG Sat cy Met awn. ec ad cree Oy dinighenol detusetha, BOE 190,00 
Oreste abe atic hat antes day Gees See 315.00 
Miscellaneous Selling Expense................. 1,180.00 


$387,501.00 $387,561.00 


Additional information to be considered: 
Inventories, December 31, 1917: 


J Reaiige IMO IVEIENIS vierig!s, of paar: ollnatatancea ae eroRB Se $21,000.00 
Goodssingenecescuy emer inin acme aan: 7,000.00 
Mietale Boas bumisied stamens ances 13,000.00 
IMeiinenSttppliesmmssremornnct src ac ere 8,000.00 


Accrued Items: 
Interest on Bonds Payable, 1 year at 5% $2,000.c0 


Intvereston Notes Payables san 45ns0 >: 40.00 
Interest on Notes Receivable........... 75,00 
iaxeca(estimmated) ater ame ete ne ue ure 100.00 


Unexpired insurance $100. 

Provide for Reserve for depreciation on: buildings, 5% on original value; 
machinery and tools, 10% on diminishing value; automobile trucks, 20% 
on diminishing value, Also provide a 2% reserve for bad debts. Write off 
depreciation of 10% on the original cost of furniture and fixtures. Patents 
expire 14 years from January 1, 1917. One-half of advertising is to be 
carried to the next period. 

Distribute as follows: 


Item Mfg. Selling IPs live 
Tastrance yar yt eta vate ede bleed; = wy 3/4 1/4 (e) 
Depreciation Auto Trucks.......... 1/7) 1/2 Co) 
ARES Testa rca aii 5 SE cae oe eA ES ere Bos) eval ) 1/4 


From the trial balance and the additioral information prepare: 

(a) Income statement. 

(b) Balance sheet. 

(c) Journal entries to record the additional information and close the ledger, 
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CONSIGNMENTS, COMMISSIONS, JOINT VENTURE 


7. December 1, 1917, a New York merchant ships goods of the value of 
$5,000 on consignment to a commission merchant at Rio de Janeiro, insuring 
them in the Atlantic Mutual against loss or damage in transit and prepaying 
freight and insurance amounting to $250. On arrival the goods are found 
to be in a partially damaged condition and the loss is adjusted at $1,000, the 
certificates for which the consignee transmits to the consignor together with 
an account sales for $3,000, dated March 1, 1918, and a final account sales 
for $2,000, dated April 1, 1918. A drafton New York for $4,300 accompanied 
this final account, being the balance due after deducting duty paid and com- 
mission earned. 

Give expression to these transactions on the books of the consignor. 


8. On November 15, 1917, Isaac Cohen & Co., Ltd. sent for sale on their 
account a consignment of goods valued at $5,000 to John Stimson & Sons, 
factors of Boston; sale to be on a 5% basis with 1% additional for guaranty 
of collection of accounts. Prepaid freight amounted to $25.40. December 
26, an account sales from Stimson & Sons showed sales of $5,775.20, and 
expenses in connection therewith, exclusive of commission and guaranty, 
of $42.25. The net proceeds were placed to Cohen & Co.’s credit, subject to 
sight draft. 

(a) Show the alternative treatment of all the accounts affected on Cohen 
& Co.’s books in order either to show the profit or loss on this consignment, 
or to include the profit or loss with their regular sales. 

(b) Stimson & Sons’ fiscal year ended November 30. On November 
25 they had sold one-fourth of the Cohen & Co. consignment for $1,500 and 
had incurred the expenses of $42.25 menticned above but applicable to the 
whole consignment. Show Stimson & Son’s accounts affected properly closed. 

(c) If Cohen & Co.’s fiscal year ends on November 30, what entries 
would be needed to make the record in accord with the additional data of 
question (b) above? 


g. A,B & Co. and C, D & Co. enter a joint adventure to ship machinery 
to New Zealand. C, D & Co., October 5, 1917, handed A, B & Co. $600 in 
cash and granted them their acceptance at 6 months for $1,500. A, B & 
Co. were to provide balance of cash required, to manage the venture, to 
receive a commission of 2% on amount of invoice for machinery. Profits of 
venture to be divided equally. 

On October 6, 1917, A, B & Co. paid J, K & Co. for machinery $2,500, 
and on the same date discounted acceptance of C, D & Co. for $1,500, paying 
$30 for discount thereon. On the following day A, B & Co. paid $210 for 
freight and $30 for insurance. On March 25, 1918, A, B & Co. received from 
New Zealand to account of proceeds of machinery a draft payable in London 
for $1,600, out of which, April 8, 1918, they paid $1,500 to retire bills for that 
amount, 
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On August 8, 1918, A, B & Co. received from New Zealand a draft for 
$1,550, being balance of proceeds for machinery, after deducting agent’s 
commission charges and duty. They thereupon closed the accounts and sent 
C, D & Co. check for balance due to them. 

Make up an account showing result of venture, also C, D & Co.’s account 
with A, B & Co. Do not regard interest. 


10. A B, a commission merchant, doing business on a 5% basis, hands 
you the following abstract of his ledger, showing his transactions for the year. 

Furnish A B’s capital account, showing his original investment; also a 
balance sheet and a detailed cash account. 


Ciara o eGo RO eases eRe Ree eee $45,000.00 $60,000.00 
EEE Ut (eee eof erates re ans fa Ate Aaind-« Costa @ dicen tat 2,100.00 1,400.00 
Claims and Allowance on Settled Account only... 600.00 1,500.00 
IEW CMS Cerne tegatana Giereteus clever ats uaycle Ore ocala fous 900.00 

GucLomersenCCOUNCS terse erate tee cc ae 60,000.00 45,000.00 
GreditonseACCOURES  sicym cuss orcs ere tiie s © Aves oon act 37,950.00 39,850.00 
(CABIN Syn ct. 0 G8 J CRE CORRE Rare tear nearene 59,000.00 40,950.00 
WDISCOUMMESHILOS biarece cheno terstnc! slanorsrein) okra Se Ne 400.00 


$205,950.00 $188,700.00 


11. A and B, commission merchants, suspect their cashier of embezzle- 
ment. From the following data determine whether or not their suspicions 
are well founded, and produce a balance sheet and profit and loss statement 
to prove or disprove the suspicion. ; 


SEES in 5 NS Oto aucihe eat OPAC RTE a Oe eee ee ene $42,000.00 
Cash Neceiptsy Gustomers wnt cee ye ccior $42,000.00 

RETO LUE gee tenets crew (steko etauslneteae Ricks 4,240.00 2,480.00 
WON aia Gran ord gee eccateae ho ORO RCUCL AARON RO es Meena 2,120.00 1,240.00 
DO CKIG MATOS met Basie bys, oie i hisic ety Saute ado SES 212.00 124.00 
@ustomunousesenarcesss vs. onche aac een ac: 90.00 45.00 
mbecestu(accourmb Sales atiOO) eae aie ae or ee elena 248.00 
Gomumissionn(s tonisales)rereun erase mea eee 1,240.00 
OiiCer xp euse wea epee a ek omits yor Bae 2,000.00 

DocuimentaryjenGyvanmCeS. miaciee ae cetera iaiaw ss 20,000.00 12,000.00 
Acceptances avainstiohipments..........--.--. 12,000.00 20,000.00 


Analysis of account sales ledger debits, duty $875, freight $1,560, dock 
charges $70, custom house charges $40. 


ANALYSTS BY COMPARISON 


12. The trading accounts of a company covering two years are herewith 


submitted, 
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Analyze the accounts and make a report to the company showing the 
reasons for the difference in results. 


1916 
Merchandise Inventory, January 1, 1916....................- $150,000.00 
IMerchancdisesPtinchasesh ary seein cise erie a rea tee ines 633,000.00 
Merchandise sales inaviclersmyar snr criy aernn chet cheatin te 600,000.00 
Merchandise! Salesy Domestic: jismiak oclaeta aren fy aeeracie eter 150,000.00 
Merchandise SalesaGashtwes Huiertia one eere s tn arne 10,000.00 
Gonmuissions¥Pardulttavielers eesti eee ea LS ete 30,000.00 
palariessPatdiiravclers. asses ociano is seen eerie eter ee 30,000.00 
SHilbiples, [Domaine Seilecc pou oucgeuoncbobecadcupuccescooet 15,000.00 
sem tall ee pee pete een eae roy ns eth dayne Wak ict 7s, eee ROR ae 5,000.00 
Stationery CC aye ei Ge fokicksk venice ied eee eee 3,000.00 
TEX PENSE sate ayacw, ere eemea chee sc feeorauay shes ve grel URGE Ses Rel ine Ee eo Me 22,000.00 
ME GWESi go) teas cy Secu 0 Oca eo ee ete a Cade cheats eke Oo Racker. yar. or ciic 4,000.00 
lbaeimrovnn, ERC RKA? At, TONG) concn noo oaoheowouacoaoangoodede 125,000.00 
1917 
Merchandise Inventory, lantiarys 1.19071 /1eeeeeiee ase $125,000.00 
Merchandise Purchases. suc cuckpets cio serous cite eer nearer oe 600,000.00 
IMpsgelngiaishine Sailesy, Wigs ga ponnaonaesuscocouccunes boduc 600,000.00 
Merchandise; Saless IO omesticue oer seria cn einer 150,000.00 
IM Recoterebacbie Wes) (Genin os Abc cob Mond adeag heen cap b ss 10,000.00 
Cioomaramissoms PeniGh Wien, bocce coocu soc ododbohobensbaces 30,000.00 
Salaniess arc aia yelensprre si arnt arr ok gs CAEL 10,000.00 
Salariece Drom estictSalest. na. cons Avis whos, sn cacao ee ee eee 10,000.00 
BcasvonerzNk7i.-t 4 Qe so Gale, ae a Ra arian ce ee ee ERNIE EES Usp | 5,000.00 
DLATONER YA CLOMUMNr OnE tic scr bites Ochs cous ean eterna a ee 3,000.00 
lay Gol SoM Onn Gmnvs aiiad Oct oe Pee ORG OR RMR mractatae Soler cenG eran cola 15,000.00 
Pig G ORES TR nye eet P ROR S «5 ssciero,e ner akan ae Me a ae ee eee 1,000.00 
Merchandisesltimentony es) amtiatiya lO Criss 125,000.00 


13. A corporation’s balance sheets for August, 1918, and September, 
1918, were respectively as follows: 


August, 1918 


Assets 
iPbenayy halal IBERIA Sooo aodn on eonuonnas $4,000,000.00 
Parga Genes Pee eee euckcrase re are eee oe serene 6,000.00 
TOOLS de eastern cae we pccuee eet esh als csr eat <oeerets 3,000.00 
LAD Les ee neers epee Mere Piers toe hice en Sea eee 3,811.28 
Cay re co ee eens els tei steel ote ate Mee 15,250.36 
IMHESHIL SEO OIMIES, 6g Ho ds owacngowd dosoene ac 30,750.28 
MECOEMS IRCOSHA TNS so.cdecooowcsoscoonssvsex 28,920.13 
Winexpinedmlnsiiecincemt mers t eterna ete 510.29 


Ro tall Simm rere ctl cis keep once: eee eee $4,088,242.34 
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Liabilities 

Gapitalt Stockmeyer. 6 oleae rt as Monte 2,500,000.00 
TBYONAVGIES: 4.6 ites G cucata ty ey CLORC CURES He cat Rec ar aca aeRO 1,350,000.00 
NCCOUMUSEPAVADLC Mmm treatin oetotee 31,336.28 
JBUD KS IEE IONS. Gocco Gin one CCMOIRROeT enced eM 26,240.12 
NC CrCl hax CSMete SHO sinucco2 btstontat. eine action: 3,500.00 
ANGERESEI ATSRES 4. 5.a. g rag ol le eRaA 6 GAT RCRA 5,625.00 
Prone d gleOSS Aen hos ce Sycteis fonatcwlehs Sisto tes tatets 171,540.94 

Ocal we ree hire eer etl a tty Maw A acess cist tropa MOHAEE $4,088,242.34 

September, 1918 
Assets 

Maniandsbaquipmentiaassenm os ante seni cee $4,012,310.21 
POREBRRSWRAGI ENA vein Sucerity Geis ee SR ONE eT I 6,205.58 
AROXOUS 5 oy nay Ok Cadac ream eer CE eee ee 3,218.86 
SHAVES 3. oA lee oC eee eee Eee a aa 4,009.37 
GaSe eR PEAR EA Ne teticucdetn charles cay h ydes dares <b 8,328.29 
INMatenialaStmollessiey we is fe ubae bares tone ale 39,280.17 
ENCOO Miata LIN CCCI AD Gaky we Mel. ab urd <cute ste) «ohare: 32,321.83 
lUnexpinedelnsunancenes Hasas.csigee-+ 54st ooh 832.12 

AIOE) lise, tah dots She coisas PME hea Ae ire Sar SIE APs ee $4,106,506.43 

Liabilities 

Capibale Stockmeyer ric 0 sep hed Mobos tec cacy $2,500,000.00 
IBYONAVS tt duc tuursctes SOE AALS CIEE LoS ee 1,362,000.00 
ACCOTMIS IZA CIOS F545 coGde ab do nenee Edon Oo 33,445.59 
hulle IRENA Oe Mm maton aommoen Geena oe nae 18,240.12 
NCC Tstt COMME ACS eee nea tee aer errs oe Hemeern eure siel sien 4,000.00 
INCSimoe al MEMATOSI i cr aren loa aicioles hole we ate a ea 11,250.00 
IRrotitran calc OSs waar se trcwte ches scteiare Sheed Ne 77S Osis 

Go tal Parte eee ees ete Toi tier el Scones egies $4,106,506.43 


Analyze the differences in the corresponding accounts for the period and 
show disposition of increased resources. 


14. The board of directors of the X, Y, Z Company removed their mana- 
ger on April 30, 1918, on the general suspicion that his books misrepresented 
the true financial condition of the business. Prepare a statement showing 
the nature and the probable extent of the misrepresentation, also an approx- 
imate statement of income and profit and loss for the four months ending 
April 30, 1918, and a balance sheet as of April 30, 1918. 

The following is a trial balance taken from the books April 30, 1918: 


CapitalyS tock fey ss aera nn rte loin aad Mein ae $75,000.00 
UEKI OS FNS RGM tern aertiste Hei cae tit. ohana dena hee $10,000.00 
nema, [EMAMENAY Ty MOUS coon conncuacugucoes 128,600.00 
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CASTE Heche See ee ck Ante Ee POR A reg 15,450.00 

INGeobhaig, INES MOMS ..665.0n5400500000n0ng00N008 24,600.00 

NCCOUNUS) PAVAD LC amaneta eine et fork arma tern 39,000.00 
Boerne REngolen. ob oo ceo oonn es aoe raop Sy como oad 10,000.00 
SE Sa ee rere hea ei mae Se hopes Scatter s canetinn seemslc estoy ene tots 51,000.00 
IPDEROMAR ES ono once ooo U0e Ubon ne Ob Oe D.E.O OBC 40,700.00 , 
Goibiaes. Geiesaaeining s 4 cho cc coheaosb 6 auob ono gor 2,200.00 

INGEN ASB ots ole G oe hee Pain SOR UOMO EOC 1,650.00 

Salaries ©ficenmeeterceie, yee mates ree cusieley crete euorscenewacots 1,100.00 

IRS teens Sekt oan ees Gan area Ooh CIE Ob 400.00 

Hib EneS be Wana cea Weniers Duals stvcie ted oregon Re eaters cys 200.00 

Insurance, January 1 to December 31, 1918...... 999.00 

UAHA Ghavel Letanmabsle GG acanpowonenoccbouuc 105.00 

Reserve for Depreciation of Fixtures............ 2,710.00 
Sloot, erat lip WON, soo pcodpesomecbunobe 4 48,294.00 


$226,004.00 $226,004.00 


An analysis of the Purchases and Sales accounts revealed the following: 
purchases, year 1915, $122,000; sales, year 1915, $153,750; inventory, Janu- 
ary I, 1915, $101,000; purchases, year 1916, $123,000; sales, year 1916, 
$153,170; inventory, January I, 1916, $100,000; purchases, year I91I7, 
$121,000; sales, year 1917, $154,722; inventory, January I, 1917, $102,000. 

15. Robert Adams and William Stevens are equal partners. On the 
night of July 3, their stock and fixtures were destroyed by fire. A trial balance, 
which Adams had at his home, showed ‘the following condition of the ledger 
at the close of business, June 30: 


INODEKUEA CAIN Spar ter ae ee tee. eee ion Cee ere $600,00 $7,450.00 
Williams DEVED Scan ar ise rude cah aictetetoreystans coalers eee 600.00 7,450.00 
(OziSI a) 3. as, te eet fies Sorat Cnr Ren centers OC Ca eee ae Re 3,309.00 
f Dib <A let Sh ted cerca into, G/M CGRANN IC CON VOL CR ORR ORG Pee ara: 1,500.00 
IMIGRCMEDACKINS IPUTCIMASER, 5 or sonacgacwouesuueaon dc 32,600.00 
Micrehnandisey salesmen cm tailed cas anes ee eee 24,800.00 
Notes: Receivali lenin ps conaema.: ac cise oneal 1,000.00 
INF SSUEERVAISIES diet nig Satin Goiiedad Ue sate Oematiad tne 2,000.00 
TIMCCr OSD Arcee cee poet ein isn oe om eater eas ree 120.00 50.00 
EXXPenSeasen surth its MEestol. stuck ooh te maneir 780.00 
Cushoiiersw cerca Sako oe cbs eteerarss seen kao 4,500.00 
(Creditors hrge bers Red evanr tek ceo at rte ok meade 3,259.00 


$45,009.00 $45,009.00 


The property is fully covered by insurance. The insurance company, 
for the purpose of estimating the value of the merchandise destroyed has 
agreed to allow 35% as the average gross gain on the sales, and to pay 66 2/3% 
on the value of the fixtures as shown by the ledger. 

On the basis of this agreement, state the result of the business and the 
capital of each partner, 
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STATEMENT OF AFFAIRS 


16. C.C. Carter and A. D. Walker were unable to meet their obligations. 
From the books of the firm and additional information you ascertained the 
following: 


Real Estate (estimated to produce $18,000; subject to a mort- 


FA CERO LED 12 OOO) Map ner aicOet yer ene sis sthveestons Mis a iocre ae cade: $20,000.00 
IN GuCoR eco tyra) Lewmar. pace ae sc cay sists e eace ces. oy or ctr atesilevas van cdl Rea eee 6,000.00 
IED SSID IAG CMe AE Rae BS can RCN cll tank oc leverts kPa fol ov bhdee GAYE Roe ‘NP ORS 7,820.00 
Furniture and Fixtures (estimated to produce $2,700).......... 3,500.00 
D. L. & W. Stock (estimated to produce $12,000 pledged with 

fall yeSeCuTedeCnedttO gs) qeencs. 2 ietdsetare okie anes Nien eee ee 14,000.00 
Horse and Wagon (estimated to produce $500)................ 700.00 
Other Securities (pledged with partially secured creditors)....... 3,000.00 
Accounts Receivable (good $3,000; doubtful $1,800, but esti- 

aaPHHEG! HO) OVCOVELBIGS NT AVNOR Ine\Gl “OCs 5 oan gau0gancgsacanhe 5,400.00 
No tessRavaibl eae Mee ena Moret ya ae eid heN doe NK a he 2,000.00 
Greditorss Umsecunt edlvey. Ani Suisse oes SANs Seat Be 18,000.00 
Creditors shartially Secured «perch Mate ek date seen oneneiaeies ‘8,000.00 
Croctionsapiullive SECtreGe sat datum ie ate bic Oh costes sector. SL ee 10,000.00 
Wages, salaries and Taxes, preferred by law.....:-....:...+- 560.00 
Carters @apital se. (. Sjondabveeeyih ats cla er neta ae Pe acute Ate 15,000.00 
WWellzers (Capi tale. < acne Gaerne belies aerate Rene Late. 5,000.00 
CAnuene Orawin e's) (eDite cor cinerea ciaace toncues arcclcpete conte ete 3,050.00 
Weallkers Drawinese(cdebit) hwy trestle ito racine momendct ain 1,000.00 
Sea's ae ere tn ence Neate eed ere vere re center Ny cscomeyiatah ct tre} a aetie elton cea # 870.00 
Sun myplsOsseswpmee stairs tere ictenaetckey sere see nuieles cic¥eltne crepegortvcrrnteas 5,220.00 


Prepare statement of affairs and deficiency account as of September 30, 1918. 


17. On December 1, 1918, the following particulars are furnished of the 
position of John Mapleton, insolvent: factory equipment cost $15,000, esti- 
mated to realize $10,000; stock of finished goods $10,000, estimated worth 
$7,500; material and supplies $2,500, estimated worth $1,000; furniture and 
fixtures $900, estimated worth $200; investments valued at $25,275, of which 
$15,000 is held by bankers as security for loan of $12,000; accounts receivable 
$6,250, of which $2,500 are good, $1,250 bad, and $2,500 estimated to realize 
$1,500; cash $575, of which $25 represents petty expense items not charged 
up, and $50 an I O U of a former employee which is worthless; accounts 
payable $28,500; bills payable $25,000, of which $12,000 is due bankers; 
wages due $500; rent due and past due $1,000; capital on January 1, 1918, 
as shown by the books, $15,000; loss by sale of investment May 1, 1918, 
$5,000; loss in trading account January 1, 1918, to December 1, 1918, $3,500; 
drawings charged personal account of John Mapleton $1,000. 

Make up a statement of affairs and a deficiency account as on December 1, 
1918. 
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18. John Thompson exhibits the following balance sheet of his business 
dated June 30, 1918: 


Cash $750 Sundry creditors $6,000 
Book debts 9,500 Bills Payable 7,500 
Stock on hand 6,500 Bank (overdraft) 3,000 
Fixtures, etc. 1,750 Balance 2,000 

Total $18,500 Total $18,500 


On questioning Thompson it was found that he had omitted the following 
from his balance sheet: $250 owing for rent; $75 owing for taxes; $2,500 
borrowed at 5% from his wife three years ago, no payment having been made 
on account of either principal or interest; a draft for $500 accepted bya 
firm without consideration, falling due in 30 days. His private and house- 
hold debts amounted to $600. 

The item entered on his balance sheet as cash included his personal I O U’s 
for $600. 

Of the book debts about $3,500 might be considered bad and the rest good. 
The stock was good except $1,000, which would not produce more than $100. 
The fixtures, if sold, would not realize more than $250. The only other 
assets were household furniture worth about $1,250 and residence valued 
at $7,500, subject to a first mortgage for $5,000 at 4%, and also a second 
mortgage held by his bank as security for overdraft. 

Prepare a statement of affairs and deficiency account. 


Ig. June 30, 1918, asa result of careless management, the firm of Howard, 
Mason & Co. finds itself in a critical financial condition. 

The following trial balance shows the accounts as they appear on the 
books after closing the ledger. 


Post CLOsING TRIAL BALANCE, JUNE 30, 1918 


A WENBYG his Ola tt S eres IS PI oR ere et IE Bena $10,000.00 
Biidin gers yar toptin hans chrn orn laminas Seven ie 42,000.00 
Reserve for Depreciation, Buildings............ $6,000.00 
Weliverye 2 cul pria citer meme er ee een ee 7,000.00 
Reserve for Depreciation, Equipment........... 1,500.00 
IPR eaUTIN HS ARBVGL WNEGABERES) oe coc onaoaencéaonne- 4,200.00 
Goods Wall eres Satara oa.3 supe aves aerein, Mao ame 5,000.00 
SEISiolh so vig aceon oa ae Pe soca Wages woken 2,316.00 
al) COs LOC Sans usus inn enya le ned nee ge 4,000.00 
INCOOUIMIS INGWSNAINES os congdcanannbeuAcnoana. 16,000.00 
IRESETKO HOE IBING) IOCINBY boone oon see aeseusnrnon 1,996.00 
INotesyRecervable: amare r ert ee hee 9,400.00 
Notes Receivable Discounted.................. 3,800.00 
Merchandise Inventory, Bags, June 30, 1918..... 4,780.00 


Merchandise Inventory, Trunks, June 30, 1918... 8,910.00 
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IMlontgapesbay all Capers int. cart Wrest: cence 25,000.00 
ACworbans Penal. 2 55 Soa See whe ans eee 21,000.00 
INGtEs Payable. Mies mates nee RA LE duet Sian 12,000.00 
sihomasms Howards loans sien sie deposed oh ek 6,000.00 
diiiomadgy | waowardm@apitall mjernte dorm lies asses 15,000.00 
Mhomasi)y Howard pOrawitte Syn eens uesnteor 1,700.00 

tloseplnViasonwboanene mannii ents ici caters < 4,000.00 
losephalasonGapitalig.. ehaneese stat wal arc. 9,000.00 
JosepheViason| Drawings weds. o> eoea.cacds ee ts 1,000.00 

chow BartlettwlOanemyeswelde «eis ve ie wee se 3,000.00 
Johny He Bartlett}i Capital. ..0. 4. tenth ee. sae 6,000.00 
Acerued Interest Wlortgage. 5 jisy1.es). 5 a)s0 1,500.00 
Accrued Interest, Notes Payable............... 300.00 
Accrued Interest, Notes Receivable.../...,;.... t 150.00 

Rrepaidslrisaraneeent. ae baad aeu Meta hees hte easel 60.00 

pRAXeS WA GGried Mipml. siariiek s hiewla Vizr. Risin Salt ert 300.00 
Acerucdelabort eee tra. Aandi, (ee lie hella eo 6's 200.00 
Miscellaneous Office Supplies..........+-3.%%. 80.00 


$116,596.00 $116,596.00 


There is dissatisfaction among the partners and they finally agree to dis- 
solve partnership. Preparatory to dissolving they appraise the assets and 
rank the liabilities on a liquidating basis. 

It has been found that the buildings had been damaged by fire to the 
extent of $3,000 but that no adjustment had been made in the buildings 
account. The delivery equipment is estimated to produce $4,800. Furni- 
ture and fixtures have a value of $3,600. The land has increased in value 
$6,000. 

Of the notes payable, $5,000 has been partially secured by all the F. D, 
Co. Stock, which is expected to yield 80% of its book value. Collateral in 
the form of good notes receivable of $4,500 has been given to creditors whose 
claims amount to $3,700. 

Among the cash there are I O U’s in the amount of $180 that cannot be 
considered as worth more than $50. The accounts receivable are classified 
as worthless $3,000; doubtful $2,000, which are expected to produce $1,400; 
the balance are good. Both inventories of merchandise were reduced by 
10%. 

The accrued taxes and labor are claims preferred by law. Prepaid in- 
surance, miscellaneous office supplies, and good-will were assumed to have 
no value in case of liquidation. 

From the information at hand: 


(a) Prepare a statement of affairs showing the financial condition of the 
partnership in anticipation of liquidation. 
(b) Prepare a statement accounting for the impairment of capital. 
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REALIZATION AND LIQUIDATION 


20. It has been mutually agreed that Joseph Mason shall act as liquidat- 
ing partner with full authority to sell all property, pay all debts and distri- 
bute liquidating dividends among the partners. Mason’s fee as liquidator 
shall be 5% commission on the converted value of all the assets and is to be 
paid at each dividend date. 

Interest is to be allowed on the loan accounts, and profits and losses are 
to be shared 1/2 by Howe, and 1/4 each by Mason and sarees during the 
period of liquidation. 

Settlements are to be made on the last day of each month. 

Based on the post-closing trial balance in the preceding problem and the 
information given below: 

(a) Prepare a working sheet which will present the information in con- 
venient form for preparing the statements incidental to liquidation. 

(b) Show the partners’ loan accounts properly closed for each period. 

(c) Set up the partners’ capital accounts, and balance them after the 
payment of each liquidating dividend. 

During the month ended July 31, 1918, delivery equipment having a book 
value of $3,300 was sold for $3,000 in cash; accounts receivable in the amount 
of $4,000 were collected and $980 in bad debts were charged off. A sale of 
the land and buildings granted the use of the premises during the liquidation. 
The land was sold for $17,000 and the buildings for $31,500, the mortgage 
(with accrued interest to July 3) being assumed by the purchaser as part 
payment. The partially secured creditors accepted the F. D. Co. Stock held 
as collateral at 90% of its book value and the balance of their claim was paid 
in cash. Incidental expenses of $350 and the liquidating fees were paid in 
cash. From the goods in the inventories there were sold bags of a book value 
of $1,200 for $1,120, and trunks, book value $2,530, for $2,280. There was 
paid to holders of unsecured notes payable $2,000 and interest of $100. The 
accrued labor was paid and $10,000 in unsecured accounts payable were 
settled. The balance of the cash was applied in paying off partners’ loans 
and capital as a liquidating dividend. 

The next month the delivery equipment was sold for $1,850. Furniture 
and fixtures having a book value of $2,100 were sold for $1,700. Of the 1O U’s 
$70 was collected; the balance proved worthless. The notes receivable as 
collateral in the hands of fully secured creditors were settled in full and our 
equity was paid to us in cash, also accrued interest of $120. Bags having a 
book value of $2,500 were sold for $2,100, and trunks at book $3,700 brought 
$3,200. Mason accepted $4,200 in settlement of $5,000 in accounts receivable. 

Legal fees of $150; sundry expenses of $460; all the existing debts and the 
liquidating fees were paid in cash. The cash remaining was distributed as a 
liquidating dividend. 

In the course of the last month the remaining furniture and fixtures were 
sold for $1,900. The good-will went to the same purchaser for $1,000 additional. 
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The prepaid insurance is without value. Office supplies yielded $20. The 
notes receivable, together with the balance of accrued interest were collected 
infull. There was lost in bad debts $740. The bags were sold at a 10% re- 
duction. The partners divided the trunks among themselves one-third to 
each, taking them at book value. 

Sundry expenses of $340 and the liquidating fees were paid in cash, after 
which the cash on hand was distributed. 

Note: Converted value means the value at which any asset is disposed of, 
whether for cash or in the cancellation of any claim. 


21. Show on the books of the firm of Howard, Mason & Co, all the entries 
necessary to carry into effect the liquidation of the business under the condi- 
tions set forth in the foregoing problem. 


22. ‘The firm of Norton & Brown decided to liquidate at a time when 
their condition, as shown by the balance sheet given below, was still solvent. 


BALANCE SHEET, MARCH 31, 1918 


Assets : Liabilities 

Plant and Equipment... $20,000.00 | Notes Payable......... $6,000.00 
Office Furniture........ 2,000.00 | Accounts Payable...... 17,000.00 
Inventory, Material... . TAKS OWONO || INonanera, IDORKIS) Io ob 5,000.00 
Notes Receivable....... SFOOO; O08 Brow GOAlS sey. 3,000.00 
Accounts Receivable.... 29,000.00 | Norton, Capital........ 25,000.00 
(GES tptet ss olde cinst See B OOO 0On | EBrown, iapitall eye 15,000.00 

$71,000.00 $71,000.00 


Profits and losses were shared three-fourths by Norton and one-fourth 
by Brown. Interest was allowed on the loan accounts but not on the capital 
accounts. At the end of the first month, April 30, it was found that material 
inventoried at $5,000 had produced $3,600; accounts receivable to the amount 
of $15,000 had been collected in cash and $2,800 in bad debts charged off; 
notes receivable collected in cash $2,000; expenses of $600 had been paid in 
cash; equipment valued at $4,000 produced $3,000. Interest on partner’s 
loan accounts was not entered this month. 

During the month ended May 31, office furniture valued at $1,600 was 
sold for $1,000. Material costing $4,000 produced $3,200 and the balance of 
material was divided equally between the partners at cost. Plant equipment 
listed at $6,000 was sold for $6,200. A $200 note proved worthless and was 
charged off. Accounts receivable to the amount of $6,065 and notes receiy- 
able of $2,000 were collected in cash. Bad debts charged off $435. Expenses 
paid in cash $300. Interest was credited on Norton’s loan account $40 and 
Brown’s loan account $25. 

Arrange your solution to show: 

(a) Your method of obtaining the proper cash distribution. 
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(b) A statement showing each partner’s capital and loan at the end of 
each month, or a detailed capital and loan account for each partner with a 
balance entered in each account each month. 

(c) A balance sheet at the close of the second month. 


23. Walter Hopkins, while perfectly solvent and doing a profitable 
manufacturing business, had so tied up his capital in plant and materials that 
he was on the point of suspending for want of funds to pay for labor, and his 
creditors were preparing to commence legal proceedings to enforce a settle- 
ment. The condition of his affairs at this time was as follows: 


BALANCE SHEET 


Assets Liabilities 

DI ati tar aden eats iar CDMS) || ChSCMMOSs oo ccoaconmoss $20,230.C0 

(Cash. “nieuw seem ene vale 212.00 |sCapital mya seus fa Ae 50,000.00 

Materials, Raw and SUD Luss erences 4,900.00 
Partly Finished...... 40,400.00 
Finished Goods........ 6,070.00 
Accounts Receivable... . 3,250.00 

$75,130.00 $75,130.00 


At a meeting of creditors he said that while his plant was entirely efficient, 
it was all of special character and would realize on forced sale only the value 
of scrap, that the unfinished goods would require the employment of skill 
and processes known to him only, and that while forced suspension would 
yield to his creditors not over 50%, it would ruin him absolutely. 

The creditors decided to advance him a loan of $5,000 to continue opera- 
tions and allow him additional credit for materials and expenses. <A trustee 
was appointed to see that the proceeds were used solely for recuperation of 
the business. 

The subsequent operations under the supervision of the trustee were as 
follows: 

Purchases on book account, charged to materials $5,100, to expense $12,100; 
sales on book account $57,802; losses on bad debts $300; cash receipts (loan 
from creditors) $5,000; settlement from debtors $58,100; cash payments 
for labor $12,500, for expense $4,350; for plant $600; creditors $42,030; 
Walter Hopkins’ personal drawings $3,000. 

There remained raw materials $4,000, finished goods $22,388. 

Prepare: 

(a) Realization and liquidation account. 

(b) Trustee’s cash account. 

(c) Balance sheet of the estate as restored to Walter Hopkins. 


24. X, Y, and Z, foundrymen, unable to meet their obligations, suspended 
payment January 1, 1918, and appointed a trustee to realize and uquidate 
for the benefit of their creditors. The books showed the following assets and 
liabilities: 
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Assets 

ILalinGl.cimelasivbloltnleS ssp cun eee es on Oe sna Ome Bees $125,000.00 
Miachinenyatid MlOOlspermmrenmerremina icon a: 75,000.00 
iritndtnreragicl Mix CUes sce. cise cise ee nc cies op: 10,000,00 
Wiatemals andesippuestapmrnc cence: case ac 95,000.00 
prlispecetvialo elytra ie mieue c-j-bais a icters ohscsicieueing he ys 15,000.00 
ACCOMMLS) INCCEIM ADEs ainien ean hic ae Se aie 115,000.00 
C@Oics SHEDS S Ona TO DLOO AO CIaer oOo ore 450.00 

ERO LAIMASSOGS atten koran eyes creer ee Lec ee a ae 

Liabilities 

Mortgage on Foundry Premises................ $100,000.00 
ill sppay alert pia ce os Sern, chee aca a ws 135,000.00 
PNCCOMMUSH CVG) Cran erie teatn cen CL sis. ee are 105,000.00 
Imteresp Accrued on Mortvave. 2s. 55 50.0, e.e 1,250.00 
MaxeseAcerued: (estimated) amis. tc se benine er: 835.00 
(Cap ipalemmrre cir oy arte ctl oP A nck cn en rare 93,365.00 


Motaldliailitieste swe ee ernest eeem ccna cas 


The trustee’s cash receipts and payments during the year 
follows: 


Receipts 
Bills Receivable (outstanding January 1, 1918).. $15,000.00 
Accounts Receivable (outstanding January 1, 

LOLS) Geet Nee ee coe cect meokraret 106,500.00 
(ash Sales Mee wee wMe ern no one Sone Gis Gadcciaiels 5,435.00 
Bills Receivable (contracted during year 1918)... 13,500.00 
Accounts Receivable (contracted during year 1918) 212,000.00 

Bio taliie Gael toes; eres Mires} cetcue aie ete e sa Sia tiercusle ieee 
Payments 
BiliswPagalern Vien eee St. VON CR ees $25,000.00 
AcoommbsiPa yalblenans 112010. Seek Lae SI 35,000.00 
Interest on Mortgage (one year at 5%)......... 5,000.00 
MAKES OLN Caveat LON Tact ciate Aare. cis 865.00 
Purchases of Materials and Supplies............ 98,000.00 
Asa bOTer ak tees ae maeuastemeeters ie ae cme S a8 5 135,000.00 
Gonenalexmenses, gia sraes see canis occa aa os 45,000.00 
Interest on Bills Payable (to September 30, 1918, 
EMTS) Bibi agin Ohta: ORR Cen aeT alee te eres nome 2,800.00 
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$435,450.00 


$435,450.00 


1918 were as 


$352,435.06 


$346,665.00 
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Other transactions were as follows: 


SvalSeWehan OnaaG hind, A GuartunaenidmaneGnuhs Gore MG none ooo Mos oo Us $335,000.06 
Bad Debts Written Off: 

Accounts prior to January I, 1918..........-. $8,000.00 

Accounts subsequent to January I, 1918...... 2,000.00 10,000.00 


Discounts and Allowances to Customers: 


Necounic prion tOMjantany. TyelO US 7 berr niet $500.00 
Accounts subsequent to January I, 1918...... 300.00 800.00 
INotes* Received trom Custom ercanae near orieineet ister tele 20,000.00 
Notes Given to Creditors ($110,000 being renewals).......... 180,000.00 

Inventory of Materials and Supplies, December 31, 1918, 
AMOouUNted LOp jay sala cl nendslemeie) sas Heke Re eee 92,000.00 


The trust terminated at the end of the year and the business was turned 
back to the owners. 

Prepare realization and liquidation account; also a balance sheet showing 
the financial condition of the business at the termination of the trust. Accrued 
taxes for the year in the usual manner, i.e., on the basis of the charge for 
previous year, 


BRANCHES 


25. The trial balance of Jones & Smith, Chicago branch, shows Decem- 
ber 31, 1918, the following: 


Home Oficewn: cath. pol ate cee. eee $2,000.00 
Dire trom: Customer aus aterer re mn cnet $2,500.00 
Cashyontilan CEG ew. 1.2 ea asc ae Hee A eee 1,000.00 
EXpenSesi92 mie k osc aur he ae eee Rae 1,900.00 
Merchandise: Oise RGme.. «ical aioe eee eet eee 3,400.00 


$5,400.00 $5,400.00 


Inventory $1,000. 
Draft the necessary journal entries to close the accounts on the branch 
books, and the entries to be made in the home office to make the books agree. 


26. A branch office business was started at the first of the year, the head 
office advancing $5,000 cash. During the first year merchandise was shipped 
to branch, invoiced at $75,000. 

An auditor checking up the business at the close of the year finds the 
following: Merchandise sales were $60,000, with selling price of goods 20% 
advance on invoice. Proper vouchers were on file duly receipted for following 
payments: rebates and allowances on damaged goods $1,500; salaries and 
other expenses $4,500; freights $2,500. 
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The books also showed: remittances to head office $35,000; uncollected 
accounts $15,000. The balance of the sales having been realized in cash, 
less rebates and allowances as noted. 

The cash on hand and inventory of unsold goods, together with the fore- 
going records, properly accounts for everything. 

Prepare statement, such as an auditor would make in reporting to the 
head office, balancing the business of the branch house. 


27. The condition of the Atlantic Co. at the close of business December 
31, 1918, is reported by them as follows: 


Assets Liabilities 

Real Estate......... $150,000.00 | Capital Stock....... $500,000.00 

IMiaehiiiveriy arene et: 200,000.00 | Mortgage on Real 
(Cag UE an Ae eae 24,500.40 Stabe Seine stone 100,000.00 
Accounts Receivable. 320,800.50 | Accounts Payable.... 67,000.00 
Merchandise........ 375,480.70 | Notes Payable....... 100,000,00 
SWUAONGS V on ee ows boc 200,000.00 
IPitotins, @hatel IWOSS), 5 5 ce 103,781.60 
$1,070,781.60 $1,070,781.60 


The company has a branch to which it sells its goods at 20% over inven- 
tory prices and carries this account, together with other branch assets, as 
a receivable. The statement of the branch on the same date was: 


Assets Liabilities 
Rixturess.. 905 a Meuse: GO2O547 OMe tlantic: Cowan. se eee $25,033.43 
Cashiereaeie ih = aoeke hh 1,107,55 
Accounts Receivable.... 12,478.14 
Merchandise at price 
billed to Branch...... 5,241.95 
$25,033.43 $25,033.43 


(a) What was the inventoried value of the branch merchandise? 
(b) Prepare a corrected statement of the Atlantic Co. 


SINKING FUND 


28. A corporation issues 10-year bonds to the amount of $50,000, secur- 
ing same by a mortgage on its property, which is placed in the hands of a 
trust company. 

The trust deed provides for the establishment of a sinking fund to retire 
the bonds at maturity and that equal annual payments be made on the first 
of January in each year, Give the amount of this annual payment, interest 
compounded at 6%. 
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29. The United Manufacturing Co.,on January 1, 1918, placed in service 
a piece of machinery which would depreciate, according to its chief engineer, 
at the rate of 15% per annum. The original cost of this machinery was 
$84,000 and the board of directors agreed to set aside annually a sinking fund 
which, together with interest thereon, will amount to the original cost at the 
end of the prospective life of the machinery. 

This sinking fund is to be deposited with a trust company on December 
31 of each year, and a proportionate amount at the end of the last partial year 
of the life of the machine. Interest is to be credited by the trust company 
at each of these dates at the rate of 4% per annum. ; 

Show how the amount of the annual sinking fund payments may be 
arrived at, and prepare a detailed statement for the board of directors proving 
that the amount so obtained is correct. 


CONSOLIDATIONS, MERGERS, AND REORGANIZATIONS 


30. Three manufacturers, each having an independent business and 
wishing to effect a consolidation of their respective interests, organize the 
United States Manufacturing Corporation, with an authorized capital stock 
of $1,500,000, consisting of 7,500 shares of preferred stock and 7,500 shares 
of common stock, of $100 each. They sell to the new company all of their 
real estate, buildings, machinery, tools, fixtures, merchandise, and supplies, 
in consideration of $1,500,000, and agree to accept in payment $750,000 of 
preferred and $750,000 of common stock of the United States Manufacturing 
Corporation at par. ‘The vendors donate to the treasury of the company 
$150,000 of preferred stock and $150,000 of common stock to provide for 
working capital. The company sells $100,000 of its preferred stock in the 
treasury for 80% cash, giving a bonus to the purchaser of 20% in common 
stock. ; 

For the purpose of raising additional funds for improvements and addi- 
tions to plants, the company mortgages its real estate and buildings, as secu- 
rity for an issue of bonds amounting to $250,000. These bonds the company 
sells to bankers at 90%, giving as a bonus 10% of preferred stock and 20% 
of common stock. 

Draft entries to express correctly the above transaction on the books of 
the corporation, and prepare a statement of assets and liabilities of the 
company. 


31. It is proposed to organize a corporation for the purpose of acquiring 
the stock and controlling three existing corporations, A, B, and C, two of 
which latter, A and B, have been in operation for five and three years, re- 
spectively, while C has been newly organized. The assets and liabilities of 
the several existing companies and the dividends paid are as follows: 
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B 


$300,000.00 
425,000.00 
15,000.00 
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C 


$500,000.00 


$740,000.00 


$500,000.00 


B 


$300,000.00 
40,000.00 
300,000.00 
100,000.00 


(C 
$500,000.00 


$740,000.00 


$500,000.00 


Assets 
A 
Ed bel ales bch Sadie nen Reed a tae BT Pee $400,000.00 
IMENP Sistas Ciniceeee chair nonce scream 295,000.00 
(GENTILE UR tS Ws eth RRO Oe oes COR 40,000.00 
$735,000.00 
Liabilities 
A 
(Sap Laligrmnreags) cman ti cvaic scant pice $100,000.00 
CIEE Gell aeaad henner nee eRe enna Seok 60,000.00 
HUE BOnt als 5) y.carsSi aac «cermin oe 500,000.00 
Ctirrentileia bilitieshemtn vce treet 75,000.00 
$735,000.00 
Dividends Paid 


$120,000.00 


$30,000.00 


For the purpose of the issuance of stock in the new company to the holders 
of stock in the three existing companies, it is proposed to capitalize the latter 
upon the following basis: 

Money assets at double their value; plant at 80% of book values; material 
at 70% of book values; annual net earnings at 8%; and the liabilities at par. 

The new company will be organized with a capital stock of $2,200,000, 
all of which is to be used in acquiring the stock of the existing companies. 

(a) What amount of stock in the new company are the owners of the 
stock in each of the existing companies entitled to receive? 

(b) Give a short criticism attacking the above basis of stock allotment 
and submit a more equitable basis. 


32. The Smith Brewing Co. with $1,000,000 capital stock, the Young 
Brewing Co. with $500,000 capital stock, and the Star Brewery with $400,000 
capital stock, agree to consolidate as the Universal Brewing Corporation, 
the new company to buy all the properties of the old companies at a valuation 
to be fixed by appraisal, payment therefor to be made in full-paid stock of the 
new company, the old companies to pay off their own indebtedness. 

The appraised values of the old companies are as follows: 


Real Bills |Horses, | Office 
Estate Plant Cash | Receiv- |Wagons] Furni- Total 
and able and ture 
Buildings Harness 

Cyiov ao oodooes $680,000|$390,000]$15,000|$10,000} $4,000|$1,000|$1, 100,000 
VOCED, 3.0 og 0 eee 327,000] 160,000] 3,000] 6,000] 3,000] 1,000} 500,000 
Starweay miec a 126,000} 71,000] 1,000 1,500} 500] 200,000 
Total Appraised — 
WENN oh ou anne Acta. cs REIN clea | Saree PORTE cs cece aie | Mcrae Nea eager ra $1,800,000 
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On this valuation, the Universal Brewing Corporation issued $2,000,000 
of stock, shares $100 each, which was divided pro rata among the old companies 
on the basis of their appraised value, no fractional shares of stock to be issued, 
odd amounts to be paid old companies in cash. 

Give journal entries necessary to set up property accounts and credit old 
companies with their pro rata on books of the new company. 

At the time of the consolidation the ledger accounts of the Star Brewery 
were as follows: 


Real Estate and Build- Capital(Stock yaaa $400,000.00 
ings $250,000.00 | Bills Payable......... 50,000.00 
Planitiqeen he aero 247,000.00 | Accounts Payable. .... 51,000.00 
Gashi ane cere eae 1,000.00 
Horses, Wagons, and 
IRIAN RNESS\ 05 6 ora.cnseacn ote 1,800.00 
Office Furniture....... 1,200.00 


$501,000.00 $501,000.00 

Make the proper journal entries to liquidate in stock of the new company 
the liabilities other than capital stock, to apportion the remaining stock and 
cash, and to close the books of the Star Brewery. 


33. The Elton Manufacturing Co. and the Star Manufacturing Co. were 
engaged in manufacturing the same kind of goods. To avoid the losses due 
to competition, the two companies decided to combine their plants into one 
corporation under the name of the Union Manufacturing Co. and finally 
agreed upon the following plan for the merger: 

The assets received from, and the liabilities assumed for, the separate 
companies were taken at the values given in the respective balance sheets, 
subject to the following adjustments: the buildings, machinery, and patents 
at 90% of their stated value; delivery equipment, and furniture and fixtures 
at 80% of their value. A reserve of 2% on accounts receivable was established 
by the Star Manufacturing Co. 


ELTON MANUFACTURING Co. 
BALANCE SHEET, JUNE 30, 1918 


and compere ec $10,000.00 | Accounts Payable..... $30,000.00 
Buildingste ee eee ee 60,000.00 | Mortgage Payable..... 14,000,00 
Machinery and Tools. . 30,000.00 | Accrued Wages....... 1,500.00 
Delivery Equipment... 3,500.00 | Reserve for Bad Debts 1,500.00 
Furniture and Fixtures. I, 500:008| otock, Capitallumnmnnr 100,000.00 
Inventory, Materials... MOKOOOYOO) || TSHEHFOMISS 55 cca c ane noe 10,000.00 
Finished Goods. ...... 2,500.00 
Accounts Receivable... 35,000.00 
Unexpired Insurance... 500.00 
Cashier tiene 4,000.00 

$157,000.00 $157,000.00 
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STAR MANUFACTURING Co. 


BALANCE SHEET, JUNE 30, 1918 


Machinery and Tools.. $35,000.00 | Accounts Payable... .. $30,000.00 
Motor arti CkGs a ne 4,000.00 | Notes Payable........ 19,000.00 
IPAUERIUSMens aie ane ones 6,000.00 | Capital Stock.......... 50,000.00 
Furniture and Fixtures. {OxO X00) || SSHUOMOIREISS cig Mago anc cd ene 11,000.00 
Inventory, Materials, etc. 8,000.00 
Finished Goods... .... 5,000.00 
Accounts Receivable. .. 50,000.00 
(Cah epee reas! Lk 1,500.00 

$110,000.00 $110,000.00 


After making the adjustments and allowing interest at 6% on the in- 
vested capital, the excess earnings were capitalized on a basis of 10% to obtain 
the amount of the good-will. 

Average net profits for a period of three years: Elton Manufacturing Co. 
$17,000; Star Manufacturing Co. $10,800. 

The Union Manufacturing Co. was capitalized at an amount equal to the 
net assets (after adjustments) and the good-will of the two merged companies. 

(a) Find the capitalization of the Union Manufacturing Co. and the 
amount of preferred and common stock allotted to each of the merged com- 
panies. 

(b) Write the journal entries to open the books of the Union Manufactur- 
ing Co. 

(c) Prepare the balance sheet for the Union Manufacturing Co. 

(d) Write the closing journal entries for the Star Manufacturing Co. 


34. The following is abstracted from an agreement of merger and con- 
solidation made December 31, 1917, between the Pennsylvania Tool Co., 
party of the first part, and the Keystone Tool Co., party of the second part. 
Said parties of both parts being corporations duly organized and existing un- 
der the laws of the State of Pennsylvania, by this agreement merge and consoli- 
date into a single corporation. 

The name of the corporation hereby formed by said consolidation shall 
be the Pennsylvania Tool Co. 

The amount of capital stock of the new corporation is $100,000, all of 
which shall be common stock divided into 1,000 shares of a par value of $100. 
The manner of distributing capital stock shall be as follows: 

The capital stock of the Pennsylvania Tool Co., party of the first part, 
shall be exchangeable for capital stock of the new corporation, share for share, 
and the balance of the capital stock of the new corporation hereby formed 
shall be distributed to the stockholders of the Keystone Tool Co., in propor- 
tion to their present holdings. 

The Pennsylvania Tool Co., party of the first part, was incorporated shortly 
before the date of the merger, and had transacted no business other than the 
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issuance of ten shares of capital stock, $100 each, for which payment of $1,000 
had been received, and which was on hand in the treasury of the company on 
the date of the merger, and directly after the merger transferred to the bank 
deposit account of the consolidated company and credited to an account called 
*“Suspense.’’ 

The Keystone Tool Co. had for a number of years been actively engaged in 
business. Its fiscal year ended September 30, 1917, at which time an inven- 
tory was taken and its accounts had been properly closed. At the date of 
the merger the following trial balance was drawn from the books: 


GA Shaves cme ae ihe costae Te eae eet cetera $20,000.00 
Accounts Receivable; sa.ae sesso: cena eae 15,000.00 
Merchandise Inventory, September 30, I1917..... 130,000.00 
Merchandise Purchased!) .nijielk. tae. 2 osee 250,000.00 
iE PCHSES AgesA eee me dt eR Ree oa, Ais ote 25,000.00 
ACCOURLS PE Aya 01 Cane En An arta reek ara $10,000.00 
Dalestes IRM RRON Peale ee eae went tL AeA tek 300,000.00 
Capital Stocks Mute kn iticeact oe nace Ne na ene 30,000.00 
Undivided Profits Balance, September 30, 1917... 100,000.00 


$440,000.00 $440,000.00 


The account books of this concern were not closed at the date of the 
merger and no inventory was taken, although the exchange of capital stock 
was effected and also all business after December 31, 1917, was transacted 
under the name of the Pennsylvania Tool Co., and it was not until March 31, 
1918, that an accountant was asked to state the accounts of the new company 
from the date of the consolidation. 

At March 31, 1918, before the accountant had commenced his work, an 
inventory was taken which showed the value of merchandise on hand as at 
that date, to be $216,250, and the following trial balance was abstracted from 
the books: 


TRIAL BALANCE, Marcu 31, 1918 


Gash’ orc cauaem mune ccianente ac uechete ce aetas sete $26,000.00 
PNETOLUIAS ILLGSSNAINMEs..o odo G00 Cab Ses Abe Ms Aade 10,000.00 
Merchandise Inventory, September 30, 1917..... 130,000.00 
Nierehandtces mcne ta ccd eatin ernest seen 600,000.00 
Dp. qolselsesmesra.n ee ae MeO ee it oa eer ar SE 60,000.00 
NCcounts bay an leur mom donor eee $10,000.00 
SaleSues ie ets Ree hus ieie titans sate ec ie 685,000.00 
DUSPENSER a rerser Rete. Cre ke nl Sopch vectra tone q-ebeloscte cee 1,000.00 
Capital Stock sages tricrcshey-.,.5, Aoi ete teen 30,000.00 
Windivid ease consumes sere akin ee eee eee 100,000.00 


$826,000.00 $826,000.00 
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Prepare: 

(a) Balance sheet of the consolidated company as at March 31, 1918. 

(b) Profit and loss account arranged to show the profits of the consoli- 
dated company for the three months ended March 31. 

(c) Profit and loss account of the Keystone Tool Co, for the three 
months ended December 31. 

(d) Statement showing the disposition of profits taken over by the new 
company. 

(e) State what basis you make use of in determining the approximate 
value of merchandise on hand at December 31. 


MISCELLANEOUS 


35. A manufacturer is desirous of selling his business, and furnishes a 
statement showing the condition of affairs for the past five years as follows: 


AmoOUnpOL Oalesaveracine per Veatun i: va cue yes sgn 45a $800,000.00 
Wages Paid a PP ai als Rested ols Reh ae ae 200,000.00 
Expenses Paid i seeleD We Ts teats oh: 8) s/c / dae iar OMe Ee eas tz 80,000.00 
Raw Material Purchased ‘ NE Se os ie aN et ee 350,000.00 
puppies, cnitliand at present timer sits wh catenin wl ee ok Bons 40,000.00 
Machinery in use at commencement of the five years......... 150,000.00 


(50% of the above amount has been in use for 10 
years previous, and all additions made at cost 
prices, and nothing marked off for depreciation.) 


(Carriedtate present cat. a4 see aes tess ee sesrccaye eet ada triode a lontariseyer og $225,000.00 
(All repairs have been charged to expense.) 
IReeillal Diaienve size OKC iat, oleic Soke ah ods Go nisiom nee ee oy Gee 200,000.00 


What report would you make as to a fair valuation of this business? 
Explain fully your reasons for same. 


36. The factory of an automobile company assembles its cars only on 
receipt of orders from the main office. A summary of the factory operations 
for a certain period is as follows: 


PartspParchased mi. \ccia2 facvcn coe as eae $162,500.00 
Parts Manufactured (material cost)....... 562,500.00 
Productive Labor (125% of material)...... 703,125.00 
Ractorye Ee epenses vs Waiea. deed opty iactausd 2G I,128,000.00 
Cost of Cars: 
Parts Purchased, Consumed............ 137,500.00 
Parts Manufactured (material cost)..... 187,500.00 
Productive Labor (145% of material)... . 471,250.00 
Ragtoryalixpensetess) ac saan e re adios 565,500.00 


Material on Hand, Unmanufactured....... 500,000.00 
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Prepare a technical trial balance of the cost ledger and an inventory of 
the stock room. 


37. John Doe commenced business with a cash capital of $15,000. At 
the close of his fiscal period the ledger accounts were: accounts receivable 
$4,312.50; merchandise debit balance $5,062.50; accounts payable $5,375; 
expense $900. Doe's total loss was $2,775. 

Prepare a statement of assets and liabilities and the profit or loss. 


38. John Adams lost his stock of merchandise May 1, 1918, through a 
flood in the Mississippi River. 

Adams applied to the local Mutual Flood Insurance Society for reimburse- 
ments, claiming a loss of $5,886.35 on merchandise stock. From the follow- 
ing data ascertain his merchandise inventory: 

Net profits May 1, 1918, $4,452.91; drawings $1,598; legal expenses 
$17.50; interest debit $313; advertising $14; commissions debit $961.01; 
insurance $196.23; sales $81,688.04; inventory, December, 1917, $1,568.62; 
purchases $55,415.82; labor, productive $19,499.58; telephone $416.06; 
sundry factory expenses $3,201.92; repairs $16; surplus May 1, 1918, $2,854.91. 


39. The directors of a manufacturing company, before the closing and 
auditing of the books for the half-year ending December 31, declared out of 
the net earnings of the company a dividend for the half-year of 4% on the 
preferred stock of $100,000 and 3% on the common stock of $100,000. There 
has been brought forward from the last half-year, an undivided balance of 
profit of $4,000, and after the audit of the books the trial balance is found te 
be as follows: 


TRIAL BALANCE, DECEMBER 31 


Realabistaveanc etl ding ane eee $32,500.00 
RianteandeViachineny aac: it ene oe 40,000.00 
Patents and «a ood=Willeam. sels. ots oe nee 80,000.00 
Ibarra Korny cel blheae, - maken some od oo danccucna secs 29,000.00 
IUINCSERS Ga ois boi tame amas eeeo Winn Selec ase 82,500.00 
ee oOi eres ate trnaysge- dhe vk, 580 2/06. 5y5 ai Sy Re 88,000.00 
Glortlie Be ae. anny eee Re eR eg aGeicc x 6,000.00 
palariess Gren etale eek as: faci ers, See see ee 11,000.00 
Salaries; Management... 0... ... 06 oe eee 5,000.00 
TPRSUTAN CE AP pes. cae ti 3% s,s ov ee 875.00 
IANTIO WATICES AER se Sho) c0chs, pcs tienen 6 ROO 6,250.00 
Br eight arc pes sek eaic on bask eee 1,500.00 
Discountiandelaberest™, -...- 2 a eee 750.00 
Cashtine Banca y fits <--:. :c=, 223 eee 8,000.00 
neveStin ents were ess <.. 0.5 2. 


vestments... 22-066 eee ee eee e ee eee eee ee 15,500.00 
Miscellaneous Expense................... 4,300.00 
nla 1300. 


Boole Debs: aeveraimrs <i. 5.3,<.2/5171. 4 As ee 42,000.00 
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Preferred Stockiun! Treasury 21. 0). 208 04 alee pet 5,000.00 

NEDA ER REM eet ad fitch Maat etida alee cateltl 1,000.00 

retent COM UO CK etl scia witless sitinacae, i avis we viene eas 100,000.00 
SE OMIMMOM STOO Masia t  n0.s-2 eG Ow pret Royale newt. © ie 100,000.00 
SEINE S be ote Si SO cre RY SRO RoE CARE eri irs 219,175.00 
RUC OCU Geis ies Dice eivuntaya aie gaia tepeelc Bpeceiie e673 26,000.00 
PXCCOMMSE AV AD Gwe wetter nike vhs Acba ce aree oie 14,000.00 


$459,175-00 $459,175.00 


Stock on hand $26,500. 

From the above prepare profit and loss and income statement and balance 
sheet, giving effect in accounts to depreciation at the rate of 74% a year, 
on plant and machinery, and making an allowance of 5% on the book debts 
to provide for bad debts; also create a liability in the balance sheet for dividend 
as stated. 


40. Wm. Bates commenced business June 1, 1917, with a capital consist- 
ing of cash $60,000, and a building and lot worth $85,000, subject to a mort- 
gage of $25,000, dated June 1, 1917, bearing interest at 6%. 

One year later, June 1, 1918, an abstract of his books disclosed the follow- 
ing accounts: purchases $78,000; sales $85,000; sinking fund $8,000; cash 
drawings $6,000; goods returned to creditors $5,000; expenses paid in cash 
$9,000; profit and loss, debit $3,500; contingent fund $3,000; due to creditors 
$49,000; reserve for bad debts $4,250; due from customers $32,620; dis- 
counts allowed customers on accounts paid $755; returned sales $4,520; dis- 
counts on accounts paid to creditors $650. No goods were sold to creditors 
or purchased from customers. Unsold goods June 1, 1918, $9,500. 

From the above data, prepare a trial balance, income statement, and 
balance sheet. 

Note: Two items affecting accounts in the trial balance are missing and 
must be supplied. 


41. In taking off a trial balance a bookkeeper finds that his debit foot- 
ings exceed the credit by $131.56, which he carried to a suspense account. 
Later, he discovers that a purchase amounting to $417.50 has been debited 
to a creditor as $192.94; that $312.50 for depreciation of furniture has not 
been posted to depreciation account; that $500 withdrawn by the proprietor 
has been charged against wages account; that a discount of $76.13 allowed to 
a customer has been credited to him as $71.13, and that the total of sales 
returned was footed $5 short. Give detailed entries showing how you would 
remedy these errors, and starting with the original difference prepare a sup- 
plemental trial balance showing whether the books balance or not. 


42. A and B are partners owning two retail stores, one in Paterson and 
the other in Newark. They agree to dissolve partnership as of July 1, 1918. 
The two stores are valued July 1, 1918, as follows: Paterson $4,573.50; Newark 
$3,600. On this basis B contemplates purchasing A’s interest. On being 
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furnished with the following data, B requests you to inform him if the inven- 
tory of the Paterson store, January 1, 1918, was correct as A claims: 


Value of alleged Inventory, January 1, 1918, in the 


Patersonstores se ae esi ea Ie ees $3,800.00 
Purchases for both stores, January to July, paidfor.... 5,128.80 
Due to Creditors on account of both stores, July 1..... 1,500.00 
(Casi SaIES, INSyArdle Guo. bso naan dcacabanodunanooce 1,875.00 
Gashtoaless Patetsoni sone acter eects 3,105.00 
Purchases, Paterson store, January to July............ 3,326.00 


Profits 50% of Sales 


Prepare a statement proving whether or not the inventory of the Paterson 
store, January I, 1918, was correct as stated. 


43. On paper ruled as for a stock ledger, make entry of the following 
stock transactions of William Henderson, closing the account as of October 
31, 1918, and carrying down the balance: 

100 shares (par value $100) originally issued, full paid at par to William 
Henderson by certificate No 5. August 16, 1918. 

William Henderson sells 50 shares of the original 100 to Charies Gibbons 
at $120, September 14, 1918, receiving certificate No. 37 for shares retained. 

October 28, 1918, William Henderson purchases from John Hogan 25 
shares at $115 and receives certificate No. 78. 


44. Stockholders of the Deep Canal Company donated 400 shares of 
stock of a par value of $100 per share for the purpose of providing working 
capital. 

Three hundred shares of the treasury stock were sold by agents at go- 
A commission of 10% and expenses of $516 was allowed the agents for selling, 
The 300 shares of treasury stock were sold on the instalment plan, 10% down 
and 10% a month for the balance. Certificates of stock not to be issued until 
paid in full. 

Six months later you are to enter the total amount of cash paid on instal- 
ments, excluding the initial payment which was made at the time of subscrip- 
tion. 

At the end of eight months 100 subscribers defaulted on their subscrip- 
tion contracts. Their subscriptions were canceled and the payments they 
had made declared forfeited. 

The balance of all subscription accounts except those canceled by default 
have been paid in full and stock certificates therefor duly issued. 

(a) Write all the necessary journal entries. 

(b) Construct a suitable instalment book and record in it the above 
transactions. 


APPENDIX D 


REVIEW QUESTIONS 


Chapter I 


QO nm 


Kobo! 


10. 


DT. 


125 
Ta 
14. 
15. 


Name the two general classes of corporations, and subclassify each. 

Discuss briefly the working organization of the stock corporation. 

Name the different classes of stock and discuss each briefly. 

What is meant by watered stock? 

How, on the balance sheet, would you show discount on stock? Pre- 
mium on stock? 

What are the correct journal entries covering the receipt of treasury 
stock, and its sale at a discount? Ata premium? 

To what uses is donated surplus restricted? 

What is bonus stock, and when may it be issued? 

What kind of an expense does bonus stock constitute when given with an 
issue of bonds which would otherwise be sold at a discount? 

When treasury stock is purchased by the issuing company at a discount, 
how would the transaction appear on the ledger? How if bought at 
a premium? 

Contrast the redemption at a premium of a preferred stock issue, with the 
purchase of treasury stock at a premium. 

What is meant by stock of no par value? Explain fully, 

How is the issue of no par value stock handled on the books? 

Name and discuss those records peculiar to the corporation. 

Of what value to the accountant are the records kept in the minute book? 


Chapter II 


Lis 


P53 


Se ON e 


. 


In what way are the purchasing activities of a manufacturing concern 
more complex than those of a concern selling stock-in-trade? 

Why is the old purchase journal inadequate to meet the needs of the 
manufacturing concern? In what way, however, can it be improved to 
meet these needs? 

Discuss the development of the voucher register, showing its improvement 
over the purchase journal. 

What is a voucher? 

State the essential characteristics of a formal voucher. 

Describe in detail the operation of a voucher system. 

What are the advantages of the voucher check? 

What are ‘‘treasurer’s numbers,’ and why are they sometimes put on 
vouchers? 
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9. In what way does the use of the voucher register eliminate much of the 
work that is usually done on the cash book? 

10. How isit possible, when using the voucher system, to keep a record of the 
volume of business done with each creditor? 

11. How is the general ledger account, Vouchers Payable, proven? 

12. State the steps that must be taken when substituting the voucher system 
for the old journal method of handling purchases. 

13. Explain two methods of treating purchases returns and allowances on the 
voucher register. Which method is the most satisfactory for a concern 
doing a large volume of business? 

14. Explain in detail the methods of handling the following items on the 
voucher register: (a) Partial paymentson vouchers. (b) Payment by 
means of a note payable. (c) Cash discounts on purchases. 

15. Enumerate the advantages claimed for the voucher system. The dis- 
advantages. 


Chapter III 


In what respect does factory accounting differ from financial accounting? 

2. What three main elements enter into the manufacture of a product? 
Discuss each. 

3. For what special purposes are cost records kept? 

4. Whatis meant by raw materials from the manufacturer's viewpoint? 

5. Describe the two methods used in accounting for material cost. Which 
method is preferable for the large concern? 

6. How would you classify labor for factory accounting? 

7. Explain the use of the time card. 

8. Describe the general content of a pay-roll. 

g. Why and how should the pay-roll be safeguarded? 

o. How are the workmen paid from the pay-roll? 

1. How is distribution of the pay-roll made? Distribution of accrued 
wages? 

12. Namea few items which enter into overhead expenses. 

13. What constitutes the real difficulty in accounting for factory expense or 

overhead? 
14. Why is a common basis of distribution of expense usually unsatisfactory? 
15. What relation has a manufacturing statement to a profit and loss state- 
ment? 


Chapter IV 


1. Discuss the growing importance of the balance sheet in its relations to the 
business world. 

2, What relation is there between the trial balance and the balance sheet? 
Between the post-closing trial balance and the balance sheet? 

3. What is the purpose of the balance sheet? What uses may it serve? 

4. Differentiate between the English and the American or Continental form 
of balance sheet, 
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5. How is the origin of the English form of balance sheet explained? 

6. What is the “Statement of Receipts and Expenditures on Capital 
Account?” 

7. Name and criticize a few of the balance sheet titles met with. 

8. What is the purpose in classifying the items appearing in the different 
sections of a balance sheet? 

9g. What controlling principle usually governs the order of these sections 
and the items within each section? 

to. Give an outline of the group arrangement of the balance sheet. 

11. State and describe the two methods of arranging the three main classes 
of balance sheet items. Which method is usually preferred? 

12. How is a valuation account usually shown on the balance sheet? Give 
examples. 

13. Tell what you know of the statutory requirements governing the fre- 
quency of financial statements of both financial and public service 
corporations. 

14. What are the reasons for having a condensed balance sheet? What pre- 
cautions must be taken when condensing a balance sheet? 

15. Enumerate several of the purposes which a balance sheet may serve. 

Chapter V 

1. What points demand consideration before an accountant can definitely 
arrive at the content of a balance sheet? 

2. State the chief purpose for valuing the assets of public utilities. 

3. Give a few principles involved in the valuation of property for the pur- 
pose of sale or purchase. 

4. Name three kinds of valuations relating chiefly to the commercial balance 
sheet. 

5. What principles are involved in the valuation of a going concern? 

6. What is meant by cost value? 

7. Give a few sources of data as to value. 

8. What is an “experience figure’ in connection with an appraisal? 

g. What is the most usual basis for values which are shown in the com- 
mercial balance sheet. 

10. Define and explain: (a) Capital expenditures. (b) Revenue expenditures. 
(c) Capital receipts. (d) Capital expense. 

11. Do the expenses of organization constitute capital or revenue ex- 
penditures? 

12. Define and discuss: (a) Maintenance. (b) Replacements. (c) Re- 
newals. (d) Repairs, 

13. When should a renewal be considered an expenditure on capital account? 

14. Describe the best method of handling expenses involved in making 
“cost cutting’’ changes. 

15. How may expenditures for assets subject to depreciation be considered 


as deferred charges to operations? 
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The cost of repairs upon second-hand equipment, immediately after 
purchase, constitutes what kind of an expenditure? 
Name a few construction costs which may justly be considered as capital 


iG 
expenditures. 
18. Upon what is the distinction between capital and revenue expenditures 
often based? 
19. Name the three general heads under which the assets may be classed on 
the balance sheet. 
20. What are the principles of valuation for the assets appearing under each 
group? 
21. Are the principles of valuation applicable to liability items? 
22. Would you say that a balance sheet is a statement of fact, or merely an 
opinion based on experience? Why? 
Chapter VI 
1. Define depreciation and show why the depreciation factor demands 
consideration. 
2. Distinguish between ‘absolute or actual” and ‘‘theoretical”’ depreciation. 
3. Define ‘‘accounting” depreciation. 
4. What is meant by complete depreciation? Incomplete? 
5. How can a consideration of complete depreciation be of value? 
6. What is the relation of individual depreciation to composite depreciation? 
7. What is meant by ‘‘normal”’ or “average” value in connection with 
composite depreciation? 
8. Define “deferred maintenance,” “‘accrued depreciation.” 
g. What is the attitude of the law in regard to depreciation? 
10. Givea clear distinction between repairs and renewals. 
11. What relation is there between the reserve for depreciation and the pro- 
ductive efficiency of the plant? 
12. Explain how the efficiency of the unit bears a different relation to depre- 
ciation than does that of the plant as a whole. Give an example. 
13. Isit correct to allow fluctuations in market value to influence the charges 
to depreciations? 
14. Give a clear distinction between depreciation and depletion. 


Chapter VII 


I. 


VE Ey 


ges D 


Give a complete outline showing the cause of depreciation as related to: 
(a) Tangible property. (b) Intangible property. 

In what ways is age a distinct cause of depreciation? Wear and tear? 

Explain ‘‘functional” depreciation. 

What two main factors or compelling forces may bring about inadequacy? 

Name and discuss each of the forces of internal origin which may bring 
about inadequacy. Those of external origin. 

Discuss obsolescence as a cause ot functional depreciation. 

Do the courts recognize obsolescence as a factor of depreciation? 

Name the various items comprising contingent depreciation. 
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g. When must provision be made for the depreciation of intangible property, 
or rights? 
10. What constitutes the effective depreciation for any given asset? 


Chapter VIII 


I. State the real purpose of the depreciation charge as viewed first from the 
standpoint of the balance sheet, and second from that of the profit and 
loss statement. 

2. Among what items of expense do accountants include depreciation 
charges? 

3. What two methods of distributing depreciation charges over several fiscal 
periods are possible? 

4. Show how the factor of idle time would affect the charges of depreciation 
for different fiscal periods. 

5. What three views must an accountant always consider when making the 
depreciation charge? 

6. Have there been any successful efforts to standardize depreciation rates? 

7. Of what importance are local conditions in determining an individual 
depreciation rate? 

8. Name the important normal and contingent factors which must be taken 
into account in determining the depreciation rate. 

g. Upon which of these factors must the rate be based at the time of installa- 
tion? 

10. Upon what considerations is the normal rate based? 
11. What influence has the policy as to repairs upon the normal rate? 
12. Explain the three methods of handling repairs and renewals on the books. 


Chapter IX 


1. What are the usual factors which enter into the calculation of depreciation 
charges under most methods? 

2. Name and subclassify the four general methods of calculating deprecia- 
tion charges. 

3. Explain and give the essential characteristics of each of the methods used 
for estimating depreciation. 

4. What is meant by condition per cent? 


Chapter X 


1. Name the causes of depreciation as viewed from the aspect of time. As 
viewed from the aspect of service. 

2. What is the ideal basis for distributing the depreciation charge? 

3. Discuss the advantages and disadvantages of the various depreciation 
methods as outlined in Chapter IX, and state the conditions under 
which each method might work to advantage. 

4. Should stability of income on the investment be considered in commercial 
valuations? 
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Chapter XI 


I. 


Io. 


ik 
1. 
133 
14. 


15. 
16. 


What are the two methods of booking depreciation in the ledger? Which 
method is preferable? 

Explain and criticize the two methods of handling the depreciation re- 
serve account at the time of the renewal of parts or replacement of the 
asset. 

Why are subsidiary records necessary in accounting for a group of assets 
which are subject to depreciation? 

Upon what basis are plant assets usually grouped? 

Name the five headings under which a record of each plant unit should be 
kept. 

Discuss the importance of a periodic revision of depreciation rates. Upon 
what does the frequency of such a revision depend? 

What is meant by the rate of composite depreciation? 

Explain, by assuming data from which to work, the two methods of 
estimating the composite life of a group of assets, and also their com- 
posite rate of depreciation. 

What does a depreciation reserve on the balance sheet show as to the 
management’s policy in treating plant properties? 

Upon studying the depreciation reserve account for successive periods, 
what conclusions might be drawn in the case of: (a) A fluctuating re- 
serve? (b) Anincreasing reserve? (c) A decreasing reserve? 

Should the depreciation reserve ever serve as a means of financing the 
replacement of plant equipment? 

Name the three courses which the management might pursue in financing 
plant replacements. 

Explain the secret reserve. Is the policy of carrying a secret reserve 
advisable? What is the result of carrying too low a reserve? 

Name the various causes of the appreciation in value of an asset. 

When is one justified in offsetting depreciation with appreciation? 

What effect might an over- or under-charge for depreciation have upon the 
stockholders of the corporation? 


Chapter XII 


ie 


Discuss some of the items often considered as cash, and give reasons why 
many of them should not be included in that account. 

Explain fully the customary method of receiving stamps as cash 
payments. 

Discuss the impropriety of accepting and listing I O U’s and due bills as 
cash, 

How should the disposition of the various cash funds be shown when 
listing the cash items? 

What rate of exchange should be used by the home office in valuing cash 
held in a foreign branch? 

What is the important problem in valuing accounts and notes receivable? 

Why is the title “‘accounts receivable” objectionable? 
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8. How may large losses from bad debts be avoided? 
9. What relation does the percentage of loss from bad debts bear to the term 
of credit granted? 
10. Explain how customers’ accounts are aelneed as a basis for estimating 
bad debts. When is such an analysis of value? 
11. What three bases are used in estimating the percentage of bad debts? 
Give a criticism of each base. 
12. What allowance should be made for discounts and collection costs when 
valuing the trade debtor’s accounts? 
13. What is the common practice in providing for loss on bad notes receivable? 
14. How should non-interest-bearing notes be valued? 
15. What items should be included under the title of ‘‘notes receivable’’? 
Chapter XIII 
1. Define the term ‘“‘stock-in-trade.”’ 
2. What is the most conservative basis upon which to value stock-in-trade? 
Criticize other bases of valuation which may be used. 
3. Explain the use of balance sheet footnotes to indicate the market value of 
stock-in-trade. 
4. What is the proper basis of valuation for depreciated stock-in-trade? 
5. Discuss all of the items that may go to make up the cost of stock-in-trade. 
6. How may items of cost, which are not directly attributable to any one 
department, be equitably distributed? 
7. Discuss some of the problems met in valuing inventories. 
8. In the case of a manufacturing concern, discuss the valuation of the 
following inventories: (a) Finished goods. (b) Raw materials. (c) 
Goods in process. (d) Uncompleted contracts. (e) Scrap. 
g. State the two rules to be observed when taking a physical inventory and 
discuss their application. 
10. How may a perpetual inventory be kept? 
11. Isa physical inventory necessary when a perpetual inventory is kept? 


Chapter XIV 


I. 


What is the usual basis upon which temporary investments should be 
valued? 

What are the advantages in the use of the “Reserve for Investment Fluc- 
tuations” account? 

Explain the method of valuing stock rights. 

How are temporary investment costs handled on the books? 

Discuss the principles governing the valuation of bonds purchased at 
either a discount or a premium for temporary account. 

What kind of an asset is unissued stock? 

Differentiate between the valuation of unissued stock and that of treasury 
stock. 

Give a summary of the principles of valuation of temporary investment 
assets. 
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9. Define and give a few examples of accrued income. 
10. Explain the cash method of handling accruals and tell why it is 
inadequate. 
11. Explain the “accrual method.”’ 
12, On what basis should accrued items be valued, and how should they be 
classed on the balance sheet? 
13. Discuss and illustrate the methods of accounting for accrued income. 
14. Define and give examples of prepaid expense items. 
15. On what basis should they be valued, and how should they be shown on 
the balance sheet? 
Chapter XV 
I. State the characteristics of permanent investments. 
2. In what three ways may a permanent or fixed investment be effected so as 
to act as an aid in the operation of any business? 
3. Whatis the chief problem invaluing thoseinvestments which aid operation? 
4. When may the “consolidated balance sheet’’ be used to advantage by 
holding companies? 
5. Discuss the factors involved in valuing claims against subsidiary concerns 
on ‘account of advances. 
6. Under what conditions would it be advisable to value partial or minor 
holdings at cost? 
7. On what basis should investments producing no income be valued? 
8. Explain the influence of interest rates upon the valuation of bonds. 
g. Describe the nature of bond discount and of bond premium. 
10, Explain the two methods of recording bond investments. 
11. What data must necessarily be known in order to calculate the periodic 
amortization of bond discount or premium? 
12. Derive the formula for the present worth of a given sum at compound 
interest. 
13. Derive the formulas for the sum and present worth of an annuity. 
14. Explain the three methods for valuing bonds. 
15. On what basis should sinking funds be valued? 
16. On what basis should investments in land be valued? 


Chapter XVI 
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What principles are particularly applicable to the valuation of equipment 
assets? 

Distinguish clearly between real and personal property. 

Why is it necessary to keep separate records of machinery and tools? 

Describe the operation of the machine account where subsidiary records 
are kept. 

What is the valuation formula for machinery? 

Is there any necessity for a periodic revision of the depreciation rate? 

State the advantages of keeping a life history of units of machinery in the 
subsidiary records. 
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8. What effect has the standardization of methods of operation and of use o, 
machinery and tools upon the rates of depreciation of these assets? 

g. Enumerate a few points that demand consideration in the calculation of 
the depreciation rate for a machine subject to abnormal operation. 

10. When should scrap material be disposed of? 

11. Due to the possibility of losing small tools, what precautions must be 
taken in accounting for this class of assets? 

12. Why is depreciation often ignored when estimating the value of tools? 

13. Upon what basis should tools made in the home factory be valued? 

14. When might it be proper to capitalize expenditures made for the re- 
arrangement of machinery within the plant? 

15. Will the capitalization of this expense affect profits considered over the 
life of the asset? 

16. State the basis for valuing: (a) Furniture and fixtures. (b) Delivery 
equipment. (c) Carriers and containers. (d) Patterns, molds, elec- 
trotypes, etc. 

17. Show the entries necessary to book the disposal of an asset subject to 
depreciation. 

Chapter XVII 

1. What objection*is there to the account title ‘real estate’’? 

2. What items enter into the cost of buildings? 

3. What is the basis for valuing: (a) Buildings? (b) Betterments on leased 
buildings? 

4. What considerations must be taken into account in applying depreciation 
to buildings? 

5. What is the basis for valuing land used for operations? 

6. What account should be taken of depreciation and appreciation of land? 

7. How should the carrying costs of land held for investment be treated? 

8. State fully the points to be considered in handling and valuing donated 
land. 

g. Where land is stock-in-trade, what objection is there to loading the loss 
suffered on the sale of some portions onto the carrying value of the 
unsold portions? 

10. Distinguish between depletion and depreciation. 

11. How is periodic depletion calculated? Explain fully. 

12. Discuss fully the valuation of leaseholds. 

Chapter XVIII 

1. Discuss the valuation of patents: (a) When purchased. (b) When 
developed within the plant. (c) Patents purchased but not used. 

2. What elements of depreciation are effective on patents? In what way? 

3. What items enter into the cost of patents? 

4. How may the life of basic patents be indefinitely extended? 

5. What is the basis of valuation for: (a) Copyrights? (b) Trade secrets? 


(c) Trade-marks? 
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Discuss the commercial valuation of franchises as distinguished from the 
valuation allowed by public service boards. 


7. How should organization expenses be handled and valued? 
8. Define good-will and state its characteristics. What is its essence? 
9. When may good-will be shown on the books? Discuss the several cases. 
10. State and explain three ways of valuing good-will. 
11. Is good-will subject to depreciation? Discuss. 
12. What objection is there to using good-will to absorb the water in watered 
stock? 
Chapter XIX 
I. State the general problem of valuation as applied to liabilities. 
2. Howshould the liabilities be classified? 
3. What considerations must be taken into account to make sure that all 
liabilities are shown on the balance sheet? 
4. How should current liabilities be classified? 
5. What different classes of items may be included under the head, accounts 
payable? Under trade creditors? 
6. What classes of items are listed under accrued expenses? 
7. In what sense is deferred income a liability? 
8. Name six different classes of contingent liabilities and show how they 
should be treated: (a) On the balance sheet. (b) On the books. 
Chapter XX 
1. What is the basis of separation of fixed from current liabilities? 
2. From a financial standpoint, what is the purpose of the incurrence of fixed 
liabilities? 
3. Distinguish between a corporation bond and an ordinary mortgage or 
bond and mortgage. 
4. What financial considerations are involved in the determination of the 
advisability of a bond issue? 
5. State fully the methods of accounting for a bond issue. 
6. Explain fully the entries necessary to record properly bond interest, 
including the amortization of premium or discount. 
7. How should unissued bonds be treated on the balance sheet? 
8. How should notes payable secured by real estate mortgage be shown on 
the balance sheet? 
9. How would you treat the securities pledged as collateral for a bond or 
note issue? 
1o. What are short-term securities and under what conditions are they 
issued? 
Chapter XXI 
1. What problem is involved in the valuation of capital stock? 
2. Define the different kinds of value of stocks. 
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What is watered stock? Illustrate. 
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4. What is the objection to earning capacity as the basis of capitalization? 
5. What attitude does the law take towards capitalization? 
6. How would you treat stock discount and premium on the books? On the 
balance sheet? 
7. How would you value: (a) Stock issued for property. (b) Treasury 
stock. 
8. How is the redemption or reduction of capital stock handled on the books? 
Explain fully. 
9. How would you value: (a) Dividend stock. (b) Bonus stock. 
to. How should unissued and treasury stock be shown on the balance sheet? 
11. What is the problem of a preferred stock covered by a redemption con- 
tract imposing definite dates of redemption on the company? 
Chapter XXII 
1. What are profits? Distinguish between the economic, legal, and ac- 
counting uses of the term. 
2. What two methods are used to determine profits? 
3. How are profits related to the problem of valuation? 
4. What effect have asset losses on profits? Discuss fully. 
5. In what three ways may such losses be treated on the books and balance 
sheet? 
6. How would you treat profit on goods being made for stock? 
7. How would you treat profit on long-term contracts? 
8. How would you treat profit on goods awaiting delivery? 
g. What about profits due to appreciation of assets? 
10. How would capital profits be handled? 
11. Sum up briefly the considerations governing the determination of profits. 
Chapter XXIII 
1. Define surplus; margin. What are the sources of margin? 
2. Explain the booking of the appropriation of profits. 
3. In what different ways is the term reserve used? 
4. What is the effect of an under- or over-estimate of valuation reserves? 
5. How would you handle expected sales discounts on outstanding accounts? 
6. How should expected collection costs be handled? 
7. Distinguish between reserves and accrued items. 
8. What are contingent reserves? 
g. What are proprietorship reserves? 
10. In what different ways may secret reserves be created? 
11. Give the arguments for and against secret reserves. 
12. What are covered reserves? 
13. What is meant by earmarking reserves? How may continuity of a re. 
serve policy be secured? 
14. Give a logical classification of reserves. 
15. Under best practice what should the Surplus account represent? 
16. Give the form for the statement of surplus. 
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Chapter XXIV 
1. What are the stockholders’ rights as to profits? As to dividends? 
2. What control have the directors over profits and dividends? 
3. How are dividends declared? May they be revoked? 
4. What is the liability of directors as to dividends. 
5. In what different ways may dividends be paid? Explain fully. 
6. What can be said of the policy of borrowing to pay dividends? 
7. What is the problem involved in stock dividends in estate accounting? 
8. How are the declaration and payment of dividends booked? 
9. What isthe relation of capital losses to dividends: (a) From a legal stand- 


point. (b) From a business standpoint. 


to. What are liquidating dividends? How are such dividends handled as 
related to wasting assets? 
Chapter XXV 

1. Define a sinking fund and trace its origin. 

2. State the problem of the calculation of a sinking fund. Derive the 
formula. 

3. What other basis than the compound interest basis is often used for the 
accumulation of a sinking fund? 

4. Explain fully the relation of the sinking fund to profits. 

5. In what four ways may the sinking fund be handled on the balance sheet? 
Explain the meaning of each. 

6. How should the sinking fund assets be shown on the balance sheet? 

7. Explain fully the entries needed to book the sinking fund transactions: 
(a) The origin of the fund. (b) The trustee’s periodic report. (c) The 
redemption of bonds and final disposition of the fund. 

8. Discuss fully the relation between the reserve for depreciation and the 


sinking fund. 


Chapter XXVI 


1. Is the profit and loss a statement of fact or of opinion? Explain. 

2. For what purposes is the periodic profit and loss summary inadequate? 
Discuss fully. 

3. Give the arguments for inclusion of interest as an item of manufacturing 
cost. 

4. Give the arguments against its inclusion. , If its inclusion is allowed, how 
must it be booked? 

5. State fully the case of bringing unrealized profits on the books. 

6. What distinctive problems arise in closing the books of a corporation? 
Discuss. 

7. How are errors of previous periods to be corrected? 

Chapter XXVII 


I. 


Give the various titles used for the profit and loss summary and indicate 
their special uses, if any. 
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Indicate the subsections, and their content, of the manufacturing section. 

Indicate the content of the trading section. 

Indicate the content of the general administrative section. 

Indicate the content of any other sections and show their uses. 

State and discuss the different methods of handling some items, such as 
goods in process, discounts, out-freight, rent, insurance, etc. 

What purpose does the use of schedules serve? 

Is the profit and loss the proper place to show all adjustments of surplus? 


Chapter XXVIII 


I. 
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Under what conditions may a corporation liquidate? Distinguish be- 
tween actual and legal insolvency. 

Name and discuss seven causes or conditions resulting in insolvency. 

Name the methods of liquidation. 

What are acts of bankruptcy? Discuss. 

Outline the process of liquidation under bankruptcy. 

Outline the process of liquidation under voluntary dissolution. 

Outline the process of liquidation under receivership. 

What is the status of the several claimants to shares in the assets of a 
liquidating concern? 

What are the fundamental principles of accounting involved in accounting 
for a liquidation? 


Chapter XXIX 
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What various kinds of consolidations are there? 

What is a holding company and how does it operate? 

Distinguish between a consolidation and a merger. 

What are some of the problems involved in the valuation of the various 
companies to a merger or consolidation? Discuss their treatment. 

In such a valuation, why is it necessary to equalize conditions and what 
are the conditions which must usually be equalized? 

In a partnership what particular items must be considered? 

What is meant by earning capacity? 

What factors enter into a determination of the amount of capitaliza- 
tion? 

How may the interests of the various parties to a merger or consolidation 
be settled? 

State the method of opening the books of the merger. 

State the method of closing the books of the merged companies. 


Chapter XXX 
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Discuss the branch and agency methods of marketing. 
Differentiate between the branch and agency. 

Discuss the problem of control over the branch by the head office. 
What are the fundamental principles of branch accounting? 

How may agency accounts be kept? 
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Indicate the method of keeping both the branch books and the branch 
activities on the head office books where goods are billed by the head 
office to the branch: (a) At cost price. (b) At some other price than 
cost. 


7. Discuss briefly the handling of branch purchases, sales, and cash in order 
to secure head office control over them. 

8. Discuss fully the periodic summary of results and the adjustments neces- 
sary at such a time between the branch and head office books. 

9. What reports should the branch make the head office? 

Chapter XXXI 

1. What problems beyond those of the domestic branch are met in accounting 
for the foreign branch? 

2. What control accounts are usually carried on the head office books? 

3. State and explain the principles of the conversion of branch results and 
their incorporation with the head office results. 

4. How are fluctuations of exchange handled? Discuss fully. 

5. What peculiarities of regulation over accounts are sometimes met in 
foreign countries? 

6. Explain fully the method of keeping foreign customers’ accounts on the 
head office books and the periodic adjustment of their controi ac- 
count, 

7. Explain the similar method of keeping creditors’ accounts. 

Chapter XXXII 

1. What are suspense accounts? Give several examples of different kinds of 
suspense accounts. 

2. In what sense are valuation accounts suspense accounts? 

3. What is the suspense ledger? What does its use indicate? What in- 
formation should such a ledger present? 

4. What is the process of hypothecating accounts receivable? What does 
such a practice usually indicate? 

5. Discuss fully the problem of accounting for hypothecated accounts. 

6. What advantage has the system of numbering accounts over that of 
naming them? 

7. Show how a numeric-alphabetic system may be constructed. 

8. Present a complete schedule of numbered accounts. 

g. Explain the insurance contract. 

10. How should fire-damaged property be handled in order to base a claim for 
loss? 

11. How is the amount of the liability of the insurance company deter- 
mined? 

12. What is the effect of the coinsurance clause? Illustrate the three cases, 

13. How should the records be kept to facilitate adjustment of fire losses? 

14. Explain fully the method of booking a fire loss and its adjustment 
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Chapter XXXIII 


10. 


State some of the uses to which statistics may be put in business. 

What is the importance of statistics in railroad accounting and manage- 
ment? 

What kinds of manufacturing data may be presented in statistical form? 

What kinds of trading data may be presented in statistical form? 

Discuss the use of graphs in the presentation of statistics. 

What principles should be observed in graphical presentation? 

Explain the purpose, content, and operation of private books. 

What is a journal voucher, its purpose and method of use? 

Explain the two ways in which income and expenses of buildings owned 
may be treated and the purposes each method serves. 

How should the expense of social betterment work be treated? 


Chapter XXXIV 


1. In what respects is the balance sheet of the holding company deficient and 
unsatisfactory? 

2. Differentiate between the consolidated balance sheet and the holding 
company’s balance sheet. 

3. When, in the case of partial ownership of the subsidiaries, does the con- 
solidated balance sheet reflect true condition? 

4. State fully how partial ownership may best be shown. 

5. How are intercompany accounts handled on the consolidated balance 
sheet? 

6. Howare the various inventories valued for the consolidated balance sheet? 

7. Explain the manner of showing capital stock on the consolidated balance 
sheet. 

8. Explain the manner of showing surplus (or deficit) on the consolidated 
balance sheet. 

g. Explain how the consolidated profit and loss summary should be drawn 
up. How does it differ from the holding company’s profit and loss 
summary? 

Chapter XXXV 

1. Distinguish between assignee, receiver, and trustee, and state their 
respective duties. 

2. What accounts should a receiver in equity keep? What reports should 
he make to the court? 

3. What initial statements are presented to the court in: (a) Voluntary 
bankruptcy proceedings? (b) In involuntary bankruptcy? 

4. What reports does the court require of the trustee? How often? 

5. What isa liquidating dividend? 

6. Inacaseof bankruptcy what classes of creditors are there? 

7. What is the statement of affairs and what information does it attempt to 
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present? 
What basis of valuation of the assets is used for the statement of affairs? 
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What is the realization and liquidation statement? What purpose does 
it serve? 

What theories underlie its make-up? 

How are cash and valuation reserves best handled? 

What problem is involved in partnership liquidation by instalments? 

How should it be solved theoretically? How isit often solved in practice? 
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relative standing of creditors, 630 
statement of affairs, 631 
Forms, 634-638 
basis of valuation, 633 
voluntary, 622 
BARRELS, VALUATION OF, 293 
BASKETS, VALUATION OF, 203 
BETTERMENTS, 89-03 
distinction between repairs and renewals, 
113 
leased buildings, 300 
recording depreciation on the books, 189 
Bonps, 
accounting for issue of, 363 
entry of interest payments on books, 
366 
entry of premium or discount on books, 
365 
entry on books, 364 
relation of interest to premiums or 
discount, 367 
amortization of discount and premium, 
209 
authority for issue of, 361 
bonus, 13 ; 
classification, 359-361 
character of issuing corporation, 350 
conditions incident upon payment of 
principal and interest, 360 
purpose of the issue, 359 
security underlying, 359 
difference between, and real estate mort- 
gages, 358 
discount, 
nature of, 266 
profit and loss summary, 474 
example of true interest cost, 368 
financial considerations involved in 
issue, 361 
fixed liability, 357 
interest rate, 267 
issue of, on appreciated land values, 305 
kinds of, 358 
methods of valuing, 
annuities, formulas for, 272-276 
compound interest, formulas for, 271 
qature of, 357 
payment of dividends in, 438 
premium, 343 
nature of, 266 
presentation on balance sheet, 360 
priority of lien, 361 
record of investments, 267 


liquidation account, 
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Bonps— Continued 

sinking fund, 447-465 

surety, signature to, contingent liability, 
355 

valuation of, when held for temporary 
investment, 245 

values and market interest rates, 265 

versus stock issues, 362 


Bonus, 
bonds, 13 
stock, 13, 16 


stock issued as, 383 
treated as entries to a margin account, 409 
Books (See ‘‘ Records’’) 
private (See ‘‘ Private books”’) 
BORROWING, TO PAY DIVIDENDS, 436 
BOTTLES, VALUATION OF, 293 
Boxes, VALUATION OF, 293 
BRANCH HOUSE ACCOUNTING, 521-555 
adjustment on branch and head office 
books, 535 
advantages of branch and agency system, 
521 
agency accounts, 525 
agency and branch differentiated, 522 
agency, foreign sales, 552 
periodic conversion of results, 553 
books, 529 
degree of control desired, 523 
example of adjusting entries, 537 
factors of successful management, 523 
foreign branch 
accounts opened on books, 544 
conversion of branch results, 546 
example of a London control account, 
550 
example of journal entries to adjust 
New York books, 549, 550 
example of trial balance, 548, 549 
handling fluctuations in exchange, 545 
illustrative bookkeeping problem, 548 
local supervision of, 552 
problem of, 543 
foreign exchange, 542 
handling fluctuations in, 545 
foreign purchasing agency, 555 
head office accounts, 531 
illustration of complex accounts, 529 
illustration of simple accounts, 526 
main principles of, 524 
purchases, 533 
records, 526 
reports from branch, 539 
customers’ accounts collected, 541 
examples of, 540 
periodic cash summary, 540 
sales, 534 
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BROKERS, 
stocks and bonds as_ stock-in-trade, 
valuation of, 245 
BUILDINGS, 
cost of, 298 


issue of stocks or bonds, 298 
purchased outright for cash, 293 
put up by the concern itself, 299 
depreciation, 
application of, 301 
rates, 301 
uses and construction determine life, 
301 
expense and income, 
allocation of, 596 
methods of bookkeeping, 598 
workmen’s dwellings and social bet: 
terment work, 5090 
leased betterments on, 300 
owned as freehold for life, 302 
ownership versus renting, 597 
real property, 297 
valuation of, 300 
BuRDEN, definition of, 50 
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CAPITAL, 
deficiency, false good-will to cover, 336 
expenditures (See ‘‘ Capital expendituree”’ 
below) 
liquidating dividends, 445 
losses, 
charged to, 397 
relation to dividends, 443 
profits, 405 
return of, in form of dividends when 
property is subject to depletion, 311 
working, donated, disposition of, 475 
CAPITAL EXPENDITURES, 87 
asset subject to depreciation a deferred 
charge to operations, 93 
authorization for booking, 94 
construction costs, 94 
defined, 87 
distinction between, and revenue, 95 
repairs on second-hand plant, 94 
treatment of cost-cutting changes, 92 
CAPITALIZATION, 
combinations and consolidation, 516 
cost, 376 
earnings, 375 
increase of book, 375 
of profits, valuation of good-will based 
on, 335 
CAPITAL RECEIPTS, 87 
CAPITAL STOCK (See “‘Stock”’) 
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CARRIERS, VALUATION OF, 203 
CASH, 210-214 
disposition of funds, 213 
bank, 213 
petty cash, 213 
safe or drawer, 213 
various working funds, 213 
held abroad, 214 
petty, 211 
imprest system, 211 
principles of valuation, 210 
realization and liquidation statement, 
643 
sale of capital stock or bond issues, 213 
stamps remitted as, 212 
statistics, 584 
temporary disbursements, 213 
tying up, in stocks of material, cause of 
insolvency, 494 
unwise use of, for paying dividends, 495 
what the term includes, 210 
working funds, 211 
imprest system, 211 
CASH BOOK, 
separate, for special bank account, 670 
CASKS, VALUATION OF, 293 
CERTIFICATE OF STOCK, 9, 10 
Cuarts (See ‘‘Graphs”"’) 
CHECK, 
voucher, 32 
canceled, 32 
distribution of charges, 32 
folded, 32 
Forms, 33 
given a,new series of numbers to fa- 
cilitate reconciliation with bank ac- 
count, 37 
single, 32 
Forms, 34 
CLASSIFICATION, 
accounting, of depreciation on patents, 
322 
accounts (See ‘‘Numbered accounts’’) 
plant assets, I9I 
alphabetic numeric system. 191 
combined alphabetical and decimal 
numerical system, I91 
numerical, 191 
CLIMATIC CONDITIONS, FACTOR IN DETERMIN- 
ING DEPRECIATION RATE, 143 
‘“CLOSE'’’ CORPORATIONS, 2 
COINSURANCE CLAUSE, 574 
COLLATERAL, LOANS ON, 370 
COLLECTIONS COSTS, 
allocation of, 414 
statistics, 584 
valuation of trade debtors, 221 
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COMBINATIONS AND CONSOLIDATIONS, 5077 
520 
capitalization, 516 
closing the books of the merged concerns, 
518 
consolidations, 
distinction between, and merger, 510 
formation of, 511 
earning capacity, 515 
equalization of conditions, 513 
good-will, 515 
merger, 
formation of, 511 
opening the books, of, 519 
payment of amalgamated interests, 517 
principles of valuation of the constituent 
companies, 512 
reasons for, 507 
types of, 507 
valuation of, principle, 514 
COMMERCIAL CORPORATIONS, 2 
CoMMON sTOCK (See ‘‘Stock’’) 
COMPARATIVE STATEMENT OF PROFIT AND 
Loss (See “‘ Profit and loss summary ’’) 
COMPOSITE LIFE METHOD, 
calculating depreciation, 155 
appraisement of, 177 
COMPOUND INTEREST, 
formulas for, 271 
CONDENSATION, BALANCE SHEET, 77 
CONDITION PER CENT, 172 
test of, 195 
CONSIGNED GOODS SOLD, CURRENT LIABILITY, 
349 
CONSOLIDATED BALANCE SHEET, 261, 600= 
619 
capital stock, 611 
conditions under which used, 602 
current accounts, reconciliation of, 607 
deficit, 612 
function, 600 
holding company, 602 
illustration of, 616-619 
intercompany accounts, 606 
notes discounted, 607 
partial ownership, 601 
profit and loss summary, 612-615 
purpose, 600 
setting up of, 603 
surplus, 611 
valuation of inventory, 607 
minority interests, 610 
valuation of liabilities, 611 
CONSOLIDATED PROFIT AND LOSS SUMMARY 
612-615 
CONSOLIDATIONS (See ‘‘Combinations and 
consolidations ’’) 
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CONSTRUCTION COSTS, 94 
CONTAINERS, VALUATION OF, 293 
CONTINGENT DEPRECIATION (See ‘‘ Depre- 
ciation "’) 
CONTINGENT LIABILITIES (See 
ties’) 
CONTRACTS, 
length of cost period, 230 
long-term, profits on, 401 
redemption, covering preferred stock, 384 
uncompleted, valuation of, 234 
valuation of, 234 
CONTROL, PERMANENT INVESTMENT FOR, 201 
CONVERTIBLE PREFERRED STOCK, 6 
COPYRIGHTS, 325 
valuation of, 325 
CORPORATIONS, I-25 
bonds (See ‘‘ Bonds”) 
classification, I 
commercial or trading, 2 
de facto, 2 
de jure, 2 
domestic, 2 
financial, 2 
foreign, 2 
industrial or manufacturing, 2 
private corporations, 2 
public corporations, £ 
public utility or quasi-public, 2 
stock and non-stock private corpora- 
tions, 2 
combinations and consolidations, 507-520 
definition, I 
dividends (See ‘‘ Dividends"’) 
holding companies, accounting for. 500 
liquidation (See ‘‘Liquidation, corpora- 
tions "’) 
organization, working, 3 
board of directors, 3 
committees, 3 
officers, 3 
ownership, method of, 2 
advantages, 3 
*close,"’ 2 
“‘open,’” 2 
“‘sole,”’ 3 
profits (See ‘‘ Profits’’) 
records, 
dividend book, 20 
instalment book, 20 
minute book, 20 
register of transfers, 20 
stock certificate book, 20 
ptock ledger, 20, 21 
Form, 22 
stock register, 21 
stock transfer book, 2¢ 
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subscription book, 20 
subscription ledger, 26 
transfer book, 
Form, 21 
stock (See ‘‘Stock’’) 
Costs, 
accrued, operating reserves for, 413 
buildings, 208 
bought by issue of stocks or bonds, 29 
purchased outright for cash, 298 
put up by the concern itself, 299 
capitalization on basis of, 376 
collection, 
allocation of, 414 
valuation of trade debtors, 221 
construction, capital expenditures, 94 
factory (See ‘Costs, factory,"’ belew) 
goods sold, 
manufacturing concern, 478 
trading concern, 479 
land, 303 
original, factor in calculating deprecia- 
tion, 150 
statistics, 584 
stock-in-trade, 230 
cash discount, 230 
distribution of, 231 
objections to valuation at less than, 22€ 
summary argument for valuing at, 228 
valuation at, 225 
temporary investments, 245 
Costs, FACTORY, 49-59 
contracts and length of cost period, 236 
cost-cutting changes, treatment of, 92 
definitions of terms, 49 
direct costs, 50 
factory expense, overhead or burden, 5¢ 
full cost, 50 
indirect cost, 50 
prime cost, 50 
total manufacturing cost, 50 
depreciation and plant efficiency, 113 
difference between factory and financia‘ 
accounting, 49 
expense, 
basis of distribution, 58 
elements entering into, 58 
inventory-taking, 237 
methods, 238 
perpetual, 239 
tules, 238 
labor, 
accrued wages, 57 
direct and indirect, 53 
distribution of charges, 57 
materials, 
accounting for, 52 
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Costs, FACTORY—Continued 
materials—Continued 
auxiliary, 51 
nature of, 51 
perpetual inventory system, 53 
record of purchases and periodical 
inventory, 52 
operation of machine accounts, 282 
patents, effect of rate of depreciation, 
324 
pay-roll, 55 
methods of payment, 56 
safeguarding, 55 
prime costs, 
direct and indirect labor, 53 
materials, 52 
special purposes of cost records, 50 
predetermination of selling price, 51 
stores department, 
function of, 52 
summary of manufacturing cost, 59 
supplies, 
manufacturing, 52 
nature of, 51 
operating, 52 
time-keeping records, 54 
cards, 54 
valuation of 
233-236 
contracts, 234 
finished goods, 233 
goods in process, 234 
raw material, 234 
valuation of scrap, 236 
CREDIT, MERCANTILE, 216-224 
application for, balance sheet as basis 
for, 79 
bad debts, 
analysis of customers’ 
basis for estimate of, 217 
basis for estimate of, 219 
classification of accounts 
to time overdue, 218 
estimating, 216 
length of credit period, 217 
trade debtors as basis of estimate of, 
219 
classification of accounts according to 
length of time overdue, 218 
deferred, 351 
discounts and collection costs, 221 
notes receivable, 
balance sheet titles for, 223 
interest on, 223 
loss on, 222 
tisk and length of credit period, 217 
tisk from losses, 216 


manufacturing inventory, 


accounts as 


according 
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valuation of receivable items on open 
account, 221 
CREDITORS, 
bankruptcy proceedings, final meeting, 
629 
first meeting of, in bankruptcy proceed- 
ings, 622 
relative standing of, receiver in equity, 
630 
status of, in liquidation, 504 
‘voucher index of, 38 
CRYSTALLIZATION, CAUSE OF DEPRECIATION, 
133 
CUMULATIVE PREFERRED STOCK, 5 
CURRENT ASSETS, 
depreciation, 119 
valuation of, 96 
CURRENT LIABILITIES (See ‘‘Liabilities””) 
CuTS, WALUATION OF, 204 
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DEBENTURE STOCK, 4, 8 
DEBTs, 
bad (See ‘‘ Debts, bad,"’ below) 
settled by— 
conversion of an asset, 453 
creation of another liability, 453 
increase in net worth, 453 
sinking fund, effect of, 448, 452 
DEBTS, BAD, 
basis for estimate of, 216, 2190 
analysis of customers’ accounts, 217 
classification of accounts according to 
length of time overdue, 218 
sales as, 220 
summary, 220 
trade debtors as, 219 
loss of notes receivable, 222 
reserve for, 411 
risk and length of credit period, 21 
DECREPITUDE, 173 
DE FACTO CORPORATIONS, 2 
DEFERRED— 
charges, 
accounting for, 256 
danger of overvaluation, 255 
definitions, 253 
kinds of, 253 
to operation, valuation of, 96 
valuation of, 254 
credits, 351 
income, 343 
misuse of term, 417 
maintenance, 109 
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DEFICIENCY, SHARES OF, 
liquidation of partnership by instalments, 
652 
DEFICIT, SHOWN ON CONSOLIDATED BAL- 
ANCE SHEET, 612 
DE JURE CORPORATIONS, 2 
DELIVERY EQUIPMENT (See ‘“ Equipment’’) 
DEPLETION, 
application of income tax law to, 312 
assets subject to (See also ‘‘ Wasting 
assets "’) 
basis of charge, 312 
contingent cause of depreciation, 134 
distinction between depreciation and, 117 
leaseholds, 314 
reserves, 413 
return of capital in form of dividends, 311 
unusual risks, 313 
wasting assets (See ‘‘ Wasting assets’’) 
Deposits, CURRENT LIABILITIES, 348 
DEPRECIATION, 
“accounting” and “‘fair,’’ 107 
accrued, 109 
a cost of operation, 137 
actual or absolute, 104 
a means of financing, 140 
danger of viewpoint, 141 
appraisement of methods, 173-186 
annuity method, 181 
appraisal method, 183 
arbitrary methods, 179 
composite life method, 177 
compound interest methods, 179 
effect on return on investment, 185 
fifty per cent method, 183 
fixed per cent of diminishing value 
method, 178 
general considerations, 173, 174 
insurance method, 184 
maintenance method, 182 
percentage of gross earnings method, 
184 
proportional methods, 175-178 
replacement method, 183 
service output method, 177 
sinking fund method, 181 
straight line method, 175 
sum of expected life-periodsmethod, 179 
unit cost method, 182 
variable percentage methods, 178-179 
working hours method, 176 
appreciation, 
as an offset to, 206 
due to adaptation to use, 207 
due to physical changes, 207 
unearned increment, 209 
aspects and definitions, 99-119 


asset subject to, a deferred charge to 
operations, 93 
attitude of law, 110 
authoritative opinions, 1or 
buildings, 301 
freehold for life, 301 
rates, 301 
buildings and machinery of a wasting 
_ asset, 313 
calculating, 150-172 
annuity, 161, 163-167 
formulas, 164 
appraisal method, 169, 170 
arbitrary interest rate, 150 
arbitrary with decreasing amounts, 
157, 160 
arbitrary with increasing amounts, 
I57, 160 
changing percentages of cost less scrap 
method, 157, 159 
composite life, 152, 155 
compound interest methods, 150, 160 
condition per cent, 171 
estimated service life, 150 
factors to be considered, r50 
fifty per cent method, 169, 170 
fixed percentage of diminishing value 
method, 157 
Chart, 158 
gross earnings method, 169, 171 
insurance method, 169, 170 
maintenance method, 169 
methods of, 150 
original cost of asset, 150 
proportional methods, 150 
replacement method, 169 
scrap or residual value, I50 
service output, 152, 156 
sinking fund, 161 
straight line method, 152 
symbols to be used, 151 S 
unit cost method, 161, 167-169 
variable percentage methods, 150 
working hours, 152-155 
causes, 120-135 
accidents, 122 
age, 120 
analysis of, 120 
chart showing, 121 
contingent depreciation, 130-134 
decrepitude, 122 
depletion, 134 
effective depreciation, 135 
functional depreciation, 123 
inadequacy as a factor, 123 
inadequacy due to unforeseen develop 
ment, 125 
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DEPRECIATION— Continued 
causes—Continued 
inadequacy imposed from without, 126 
inadequacy through change of policy, 
124 
inadequacy through motives of eco- 
nomy, 125 
obsolescence, 127-130 
terminable rights, 134 
wear and tear of use, 122 
chart showing relation of efficiency to 
uniform depreciation, 115 
oomparison of actual and theoretical, 105 
complete and incomplete, 108 
complication of short fiscal periods, 138 
contingent, 
accidents, 131 
depletion, 134 
disease, 133 
electrolysis, 134 
current assets, 119 
decision of Supreme Court, I11 
deferred maintenance, 109 
distinction between, and depletion, 117 
distinction between repairs and renewals, 
113 
distribution of charge, 174 
effective, 135 
estimate of charges due to obsolescence, 
129 
fire losses, 579 
fluctuations in market value, 116, 117 
franchises, 328 
ruling of Public Service Commission, 
329 
furniture and fixtures, 291 
good-will, 337 
hand tools, 2890 
individual and composite, 108 
inefficiency a factor of, 116 
journal vouchers, 595 
land, 304, 306 
leaseholds, 314, 315 
machinery, 
estimate of, 283 
methods of applying, 286 
merchandise, 119 
methods (See ‘‘ Depreciation, appraise- 
ment of methods”’ and ‘‘ Depreciation, 
calculating,’’ above) 
patents, 319, 320 
accounting classification, 322 
booking, 322 
effect on costs of manufacture, 324 
obsolescence, 320 
supersession, 320 
time lapse, 319 


physical and functional, 109 
plant efficiency, 113 
purpose of, fundamental, 136 
rates, 136-149 
accounting viewpoint, 141 
attitude of regulatory bodies, 147 
based only on normal factors at time 
of installation, 144 
basis of normal, 144 
buildings, 301 
change in ownership and policy, 144 
change in requirements of the market, 
144 
climatic conditions, 143 
complication of short fiscal pericds, 138 
composite and group, 197 
contingent factors, 142, 144 
cost of operation, 137 
danger of financing viewpoint, 141 
effect of local conditions, 142 
engineering problem, 142, 146 
engineering viewpoint, 141 
exterior or movable apparatus, 144 
factors in determining, 143 
financing viewpoint, 140, 141 
fixed equipment including boilers and 
piping, 145 
frequency of revision of, 194 
fundamental purpose,136 
idle time a factor, 139 
installed operating and generating 
machinery, 144 
insufficient charge, 205 
load or normal intensity of operation, 
143 
means of financing, 140 
methods of handling repairs, 147 
misuse and neglect brought about by 
the demands of the trade, 144 
normal climatic conditions, 143 
operating conditions, 143 
periodic revision of, 194 
repairs policy, 143 
results achieved as the basis, 139 
service life as the basis, 139 
“stable or normal’’ factors, 142, 143 
standardization of, 142 
recognition of the depreciation factor, 112 
Federal Income Tax Law, 112 
Federal Trade Commission, 112 
Interstate Commerce Commission, 112 
Treasury decisions, 112 
recording, 187-209 
adjustment of value, on plant ledger 
193 
asset record, 192 
balance sheet, 187 
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DEPRECIATION—Continued 
recording—Continued 
cases when no determination of bet- 
terment values is made, 189 
composite or group rates, 197 
credit balance in the reserve, 189 
debit balance in the reserve, 189 
plant ledger, 101 
Form, 193 
frequency of revision of rates, 194 
grouping and classification of plant 
assets, IQI 
mean age, direct method, 198 
mean life, direct method, 197 
mean life, dollar-year, or weighted ratio 
method, 198 
methods commonly employed, 187 
periodic adjusting entry, 187 
periodic revision of rates, 194 
renewals and replacements, 188 
reserve account, 187 
reserves, 199-204 
subsidiary records, 190 
table of expectancy, 196 
test of condition per cent, 195 
valuation account, 187 
relation between, and sinking fund, 463 
reserves, 
decreasing, 200 
distinction from reserve for doubtful 
accounts, 411 
financing of replacements, 203 
fiuctuating, 1909 
increasing, 200 
index of financial condition, 199 
insufficient charge, 205 
methods of financing replacements, 203 
not leased on cost of replacement, 202 
relation to efficiency, 201 
relation to expanding plant, 201 
secret, 204 
suspense account, 558 
stockholders’ relation to policy pursued, 
209 
stock-in-trade, I19, 229 
terminable rights, 134 
theoretical, 104 
- unit efficiency, 114 
unusual risks, 313 
“‘wasting’’ assets, 118 
effect on different kinds of business, 
118 
why factor arises, 103 
DETERIORATION, 140 
rate of, 145 
stock-in-trade, 229 
DEWEY DECIMAL SYSTEM, 564 
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advantages of the mnemonic over, 565 
combined with mnemonic, 566 
DIES, VALUATION OF, 204 
DIRECT COST, DEFINITION OF, 50 
DIRECTORS, 
control over profits, 429 
liability of,in the matter of dividends, 433 
DISBURSEMENTS, CASH, TEMPORARY, 213 
Discounts, 
accounts receivable, 560-563 
bond, 
amortization of, 269 
entry on books, 365 
nature of, 266 
profit and loss summary, 474 
relation to interest, 367 
schedule showing amortization of, 270 
cash, 
inclusion of, in cost of stock-in-trade, 
230 
on purchases, voucher system, 44 
permanent investments, treatment of, 257 
sales, 
on the balance sheet, 415 
proper allocation of estimated, 413 
stock, 13 
charging to organization expense, not 
approved, 14 
requirements of Interstate Commerce 
Commission, 13 
treatment of, 378 
valuation of trade debtors, 221 
DISEASE, CONTINGENT DEPRECIATION. 133 
DISSOLUTION, 
valuation for purposes of, 83 
voluntary, 501 
liquidation under, 503 
DISTRIBUTION OF DEPRECIATION CHARGE- 
174 
DIVIDENDS, 428-446 
accounting record, 442 
book, 20 
corporation profits, 
directors’ control over, 429 
disposition of, 428 
shareholders’ rights as to, 429 
declaration of, 432 
provisos as to, 430 
definition, 428 
ex-dividend, 442 
in stock, 382 
effect of, 382 
liability of directors, 433 
liquidating, 445, 506, 629 
booking, 446 
declaration of, in hands of referee in 
bankruptcy, 630 
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DivipENDS— Continued 
method of payment, 434, 436 
borrowing, 436 
borrowing on property, 438 
in bonds, 438 
in property, 438 
paid in form of salaries, 435 
scrip, 438 
not yet paid, current liability, 349 
paid but not yet charged against surplus, 
688 
payment, to whom payable, 441 
profit and loss summary, 474 
proportional to holdings, 441 
relation of capital losses to, 443 
resolution declaring, 441 
return of capital included in, 311 
revocation of, 434 
shareholders’ rights to, 431 
stock, 439 
estate accounting, 440 
unwise use of cash for paying, 495 
DOMESTIC CORPORATIONS, 2 
DonaTED— 
land, 30% 
stock, II, 15 
creation of a surplus, 409 
DOUBTFUL ACCOUNTS, 
reserve for, as a suspense account, 558 
DRaFTs, 
negotiated, contingent liability, 352 
sight, treated as cash transactions when 
honored, 673 
DRAWINGS, VALUATION OF, 2904 
DRAYAGE, COST OF STOCK-IN-TRADF, 230 


E 
EARNINGS, VALUE OF STOCK DEPENDENT 
TIPON, 374 
EFFICIENCY, 


chart showing progress of uniform depre- 
ciation and of diminishing efficiency, 
115 
employees’, statistics, 584 
plant, depreciation, 113 
relation of depreciation reserve to, 201 
unit, 114 
ELECTROLYSIS, CAUSE OF DEPRECIATION, 133 
ELECTROTYPES, VALUATION OF, 294 
ENGINEERING, 
rate of depreciation a problem of, 142, 146 
EQUIPMENT, 
average, normal use, 139 
basis of normal rate, 144 
delivery, 
carriers, valuation of, 293 
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containers, valuation, 2903 
definition, 292 
valuation, 292 
disposal of assets, 295 
distinction between personalty and real 
property, 270 
furniture and fixtures, 
definition of, 291 
depreciation, 291 
valuation of, 201 
general considerations, 279 
idle time, 139 
machine accounts, operation of, 282 
machinery, 
abnormal operation, 285 
basis of valuation, 287 
estimate of depreciation, 283 
expenditure for rearrangement, 290 
history of, 284 
home-made, valuation of, 289 
map of location, 286 
methods of application of depreciation, 
286 
scrap, 287 
standards of operation, 285 
valuation of, 283 
machinery and tools, 281 
accounting records, 281 
molds, valuation of, 294 
patterns, valuation of, 204 
service, 139 
tools, 
accounting for, 288 
hand, depreciation on, 289 
home-made, valuation of, 289 
issue on requisition, 289 
valuation of, 279-2096 
ESTATE ACCOUNTING, STOCK DIVIDENDS, 440 
ESTIMATES, PRINCIPLES OF VALUATION, 07 
EXPECTANCY, 
mean age, direct method, 108 
mean life, 
direct method, 197 
dollar-year, or weighted ratio method, 
198 
table of, 196 
EXPENDITURES, 
capital (See ‘‘Capital expenditures’’) 
revenue (See ‘“‘Revenue expenditures’’) 
EXPENSES, 
accrued, 343 
booking of, 350 
current liabilities, 350 
capital, 87 
factory, 
basis of distribution, 58 
definition of, 50 
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ExpEeNnsEes— Continued 
factory— Continued 
elements entering into, 58 
organization, 88 
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Factory costs (See ‘‘ Costs, factory '’) 
FEDERAL RESERVE BOARD, 
statement required of contingent liability, 
352 
FINANCIAL ACCOUNTING, DIFFERENCE BE- 
TWEEN FACTORY AND, 49 
FINANCING, 
depreciation a means of, 140 
danger of viewpoint, 141 
FINISHED GOODS, VALUATION OF, 233 
FIRE LOSSES, ADJUSTMENT OF, 570-580, 
adjusting entries, 578 
depreciation, 579 
bases of settlement, 573 
coinsurance clause, 574 
examples of, how applied, 575, 576 
determination of value, 572 
insurance contract, 570 
cancellation of, 571 
inventory of stock-in-trade, 580 
method of record-keeping to facilitate 
ready adjustments, 577 
options of the insurance company as to 
settlement, 576 
pro rata or contributing clause, 574 
rates, 574 
requirement in case of loss, 571 
settlement of points in dispute, 573 
valuations for, 83 
FiscaL PERIODS, 
complication of short, 
depreciation, 138 
FIXED ASSETS, VALUATION OF, 96 
FIXED LIABILITIES (See ‘ Liabilities '’) 
Fixtures (See ‘‘Equipment”’) 
FLUCTUATIONS, RESERVE FOR INVESTMENT, 
243 
FOREIGN BRANCH 
accounting’’) 
FOREIGN CORPORATIONS, 2 
FOREIGN COUNTRIES, CASH HELD IN, 214 
FOREIGN EXCHANGE, 542 
handling fluctuations in, 545 
FOREIGN PURCHASING AGENCY, 555 
FOREIGN SALES AGENCY, 552 
periodic conversion of results, 553 
FORFEITED STOCK, 12, I9 
Forms (See list in table of contents, page 
XXiii) 
FOUNDERS’ SHARES, 4, 7 


in the case of 


(See ‘‘Branch house 


INDEX 


FRANCHISES, 326-330 

definition, 326 

depreciation on, 328 ; 

tuling of Public Service Commission 
320 

indeterminate, 328 

kinds, 326 

limited, 327 

perpetual, 327 

valuation, 328 
FREIGHT, 

cost of stock-in-trade, 230 

distributed over stock-in-trade, 231 
FUNCTIONAL DEPRECIATION, 123 
FuRNITURE (See ‘‘Equipment’’) 
FUTURE DELIVERIES, LIABILITY, 349 


G 


Goops, 
consigned, sold, current liability, 34¢ 
finished, valuation of, 233 
in process, valuation of, 234 
profits on, 
awaiting delivery, 402 , 
made for stock but not sold, 399 
made to order, 400 
work in progress, 399 
returned, statistics, 584 
sold, cost of, 
manufacturing concern, 478 
trading concern, 479 
GOoD-WILL, 331-338 
combination and consolidation, 515 
creation of, by advertising, 334 
definition of, 331 
“soing value,’’ 338 
local and personal character of, 333 
merger, 332 
nature of, 331 
valuation of, 333 
based on capitalization of profits, 34° 
based on excess profits, 335 
based on normal profits, 334 
depreciation, 337 
false, to cover capital deficiency, 336 
periodic revaluation, 337 
GRAPHS, 
advantages of, 586 
principles of construction. 587 
use of, in presentation of statistics, 585 
GROSS EARNINGS, 
method of calculating depreciation, 169, 
171 
GUARANTEED STOCK, 4, 7 
GUARANTEES, 
as contingent liability, 353 
quality and performance, 348 


INDEX 


H 


HOLDING COMPANY, 508 (See also ‘‘ Combina- 
tions and consolidations "’) 
accounting for, 509 
advances to subsidiaries, 262 
rules for valuation, 263 
consolidated balance sheet, 600-619 
consolidated profit and loss summary, 
612-615 
permanent investments of, 261 
HOUSING WORKMEN, AND SOCIAL BETTER- 
MENT WORK, 599 
HYPOTHECATION ACCOUNTS RECEIVABLE, 
accounting for, 560 


I 


IDLE TIME, FACTOR IN DEPRECIATION, 139 
IMPAIRMENT OF CAPITAL ACCOUNT, 634 
IMPREST SYSTEM, PETTY CASH OPERATED 
UNDER, 211 
INADEQUACY, 173 
factor in depreciation, 123-127 
INCOME, 
accrued, 
accounting for, 251 
correct method of handling, 250 
illustration of different methods of 
recording, 251 
inadequacy of cash method of handling 
acctuals, 249 
nature of, 248-253 
showing on balance sheet, 250 
valuation of items, 250 
deferred, 343 
misuse of term, 417 
INCOME AND EXPENDITURES (See ‘Profit 
and loss summary’’) 
INCOME STATEMENT (See “Profit and loss 
summary "’) 
INCOME TAX LAW OF I916, APPLICATION OF, 
TO WASTING ASSETS, 312 
INCREMENT, UNEARNED, 209 
INDENTIFICATION (See ‘‘ Classification ’’) 
INDEX, 
journal vouchers, 504 
Forms, 594, 595 
voucher, of creditors, 38 
INDIRECT COST, DEFINITION OF, 50 
INDUSTRIAL CORPORATIONS, 2 
INSOLVENCY, CAUSES OF, 
current assets transferred 
assets, 494 
inability to secure cash for refunding 
operations, 496 
tying up cash in stocks of material, 494 
unwise use of cash for dividends, 495 


into fixed 
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INSTALMENT ACCOUNTS, VALUATION OF, 22 
INSTALMENTS, 
book, 20 
liquidation of a partnership by, 650 
illustration of, 653, 654 
INSURANCE, 
buildings and equipment, leasehold, 688 
cost of stock-in-trade, 230 
fire (See ‘‘ Fire losses, adjustment of "’) 
INSURANCE METHOD, 
calculating depreciation, 169, 170 
appraisal of, 184 
INTERDEPARTMENTAL PROFITS, 404 
(NTEREST, 
accrued, recording of, 268 
annuity method of calculating deprecia- 
tion, 165 
arbitrary rate of, 
methods of calculating depreciation, 
150 
as a cost of manufacture, 468 
arguments against, 470-472 
bonds, 
example of true interest cost, 368 
fixing the rate, 267 
relation of, to premium or discount, 367 
compound, F 
formulas for, 271 
methods of calculating depreciation, 
160, 179 
notes receivable, 223 
on money invested in stock-in-trade, 231 
payments on bonds, entry on books, 366 
problem of charging, on books, 471 
rates, market, bond values and, 265 
INTERSTATE COMMERCE COMMISSION, 
method of handling depreciation reserve 
at the time of replacement, 189 
Tequirements as to discounts and pre- 
miums, 13 
INVENTORY, 
adjustment of, profit and loss; summary, 
490 
contracts and length of cost period, 236 
finished goods, 690 
goods in process, bringing on the books, 
690 
of liabilities, 342 
periodical, 52 
perpetual, 52, 238 
necessity for physical count, 240 
pricing of, 232 
weighted average, 232 
statistics, 584 
stock-in-trade, fire loss, 580 
taking, 237 
methods, 238 
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INVENTORY— Continued 
taking—Continued 
tules, 238 
valuation of, 
consolidated balance sheet, 607 
minority interests, 610 
valuation of manufacturing, 233-236 
contracts, 234 
finished goods, 233 
goods in process, 234 
taw material, 234 
scrap, 236 
INVESTMENTS, 
effect on return on, under various methods 
of calculating depreciation, 185 
land, valuation of, 307 
permanent, 258-278 
accrued interest on bonds, 268 
advances to subsidiaries, 262 
advances to subsidiaries, 
valuation, 263 
amortization of 
premium, 269 
amortization of bond discount and 
premium, schedule showing, 270 
annuities, formulas for, 272-276 
as an aid to operation, 259 
bond values and market interest rates, 
205 
controlling investment, 261 
holding company and subsidiary enter- 
prises, 261 
in partial holdings, 264 
interest, compound, formulas for, 271 
land, valuation of, 278 
nature of, 258 
nature of bond discount or premium, 266 
producing no income, 265 
record of bond investments, 267 
sinking funds, methods of employing, 
276, 277 
sinking funds, valuation of, 276 
valuation account, 267 
valuation of, 259 
temporary, 241-248 
cost of, 245 
nature of, 241 
reserve for fluctuations, 243 
“stock rights,"’ 244 
summary of valuation formula, 248 
treasury stock, valuation of, 247 
unissued stock, valuation of, 246 
valuation of, 242 
yaluation of bonds, 245 
INVOICES, 
voucher system, 26-48 
distribution, 34 


tules for 


bond discount and 
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J 


JOURNAL, 
methods of authorizing entries, 506 
purchase, expansion, 27 
JOURNAL voucHERS (See ‘‘Voucher sys: 
tem'’) 


L 


LABor, 
charges, 
accrued wages, 57 
distribution of, 57 
direct and indirect, 53 
LAND, 302~310 
accounting, 302 
plots, 302 
appreciation, 304 
issue of bonds, 305 , 
sale of old, and erection of new plant 
on less valuable land, 305 
as stock-in-trade, 310 
depreciation, 304 
of values, 306 
donated, 308 
reserve of surplus covering, 713 
mortgages on, 308 
teal property, 207 
valuation of, 303 
valuation of investments in, 278, 307 
inflation of values, 307 
LASTS, VALUATION OF, 204 
Law, STOCK ISSUES, 377 
LAWSUITS, PENDING, CONTINGENT LIABILITY, 
354 
LEASEHOLDS, 314, 315 
appreciation in value, 315 
depreciation and amortization, 315 
distribution of depreciation on buildings, 
688 
insurance, distribution of, 688 
length of leases, 314 
long-term, contingent liability, 354 
sale of, 314 
LEDGER, 
classification of accounts, 568 
methods of recording depreciation in, 


187 
plant, 191 
Form, 193 
purchase, used with voucher system 
46 
stock, 20, 21 
Forms, 21 
stores, 53 


subsidiary records, 190 


INDEX 


LepGER—Continued 
suspense, use of, 5590 
trial balance, 62 
LIABILITIES, 339-371 
balance sheet, 339-371 
arrangements on, 340 
cancellation of liabilities against assets, 
341 
items within groups, 341 
contingent, 81, 344, 351-355 
accumulated dividends on preferred 
stock, 355 
drafts negotiated, 352 
guarantees as, 353 
kinds of, 352 
long-term leases, 354 
notes discounted, sold, or otherwise 
transferred, 352 
pending lawsuits, 354 
purchases for future delivery, 354 
signature to surety bond, 355 
statement of, 351 
stock not fully paid, 354 
current, 345-351 
accounts payable, 345, 347 
accrued expenses, 350 
accrued expenses, booking of, 350 
consigned goods sold, 349 
deferred credits, 351 
deposits, 348 
dividends not yet paid, 349 
future deliveries, 349 
guarantees, 348 
loans from bank, 347 
notes payable, 345 
notes payable, classification of, 346, 347 
fixed, 356-371 
accounting for bond issue, 363-369 
bonds, kinds of, 358 
bonds, priority of liens, 361 
corporation bonds, 357 
difference between bond and _ real 
estate mortgages, 358 
loans on collateral, 370 
nature of, 356 
purpose of, 356 
real estate mortgages, 369 
short-term securities, 370 
grouping on the balance sheet, 70-74 
inventory of, 342 
accrued expenses, 343 
contingent, 344 
deferred expenses, 344 
deferred income, 343 
premium on bonds, 343 
overvaluation for purpose of creating 
secret reserve, 418 
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valuation of, 97 
consolidated balance sheet, 611 
LIQUIDATING DIVIDENDS, 445 
LIQUIDATION AND REALIZATION ACCOUNT, 
639-650 
Forms, 642 
LIQUIDATION, CORPORATIONS, 493-506 
accounting for, 505 
bankruptcy, 502 
causes of insolvency, 404 
current assets transferred into fixed 
assets, 404 
inability to secure cash for refunding 
operations, 496 
tying up cash in stocks of materials, 404 
unwise use of cash for paying dividends, 
495 
complete, 403 
dividends, 506 
partial, 493 
reasons for, 493 
receivership, 501, 503 
status of creditors in, 503 
valuation for purpose of, 83 
voluntary dissolution, 501, 503 
LIQUIDATION, PARTNERSHIP, 
by instalment, 650 
deduction from capital, 651 
illustration of, 653, 654 
Loap, 
normal factor in determining deprecia. 
tion rate, 143 
Loans, 
bank, 347 
borrowing to pay dividends, 436-438 
on collateral, 370 
LocATION, MAP OF MACHINE, 286 
Losses, 
anticipation of, undesirable, 227 
asset, 
charged against current profits, 396 
charged to capital, 397 
effect on future profits, 393 
legal decisions as to, 394 
treated as deferred expense charge, 396 
capital, relation of, to dividends, 443 
credit, risk from, 216 
fire (See ‘‘ Fire losses, adjustment of '’) 
notes receivable, 222 


M 


MACHINERY (See '‘Equipment’’) 
MAINTENANCE, 

accrued, 123 

cost of, standardized, 122 
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MAINTENANCE—Continued 
deferred, 109, 123 
definition of, 89 
distinction between repairs and renewals, 
113 
method of calculating depreciation, 169 
policies as to, effect on rates of deprecia- 
tion, 145 
MAINTENANCE METHOD, 


calculating depreciation, appraisement 
of, 182 
MANUFACTURING ACCOUNT, HANDLING OF, 
690 


MANUFACTURING CORPORATIONS, 2 
MANUFACTURING INVENTORY (See “ Inven- 
tory ’’) 
MANUFACTURING, PURCHASING FOR, 26 
MAP, MACHINE LOCATION, 286 
MaraGIn (See ‘‘Surplus"’) 
MARKET VALUE, 
capital stock, 373 
depreciation and fluctuations in, 116, 117 
valuation of stock-in-trade at, 225, 228 
MATERIALS, 
factory costs, 51 
raw, valuation of, 234 
stores department, 52 
MEAN AGE, 
plant expectancy, direct method, 198 
MEAN LIFE OF DEPRECIATION, 
direct method, 197 
dollar- year or weighted ratio method, 
198 
MERCANTILE CREDITS (See ‘‘Credit, mer- 
cantile’’) 
MERCHANDISE (See “‘Stock-in-trade’’) 
MERGERS, 
capitalization, 516 
closing the books, 518 
closing the books of the old companies, 
518 
distinction between consolidation and, 510 
formation of, 511 
opening the books, 519 
MINUTE BOOK, 20, 24 
MNEMONIC SYSTEM, 564 
advantage, 565 
combined with Dewey decimal system, 
566 
example of application to a machine, 566 
MODELS, VALUATION OF, 204 
MOLDS, VALUATION OF, 204 
MONOPOLY PATENTS, 317 
MORTGAGES, 
difference between, and bond, 358 
on land, 308 
real estate, fixed liabilities, 369 


INDEX 


N 


NON-CUMULATIVE PREFERRED STOCK, 5 
NON-PARTICIPATING PREFERRED STOCK, 6 
NON-STOCK CORPORATIONS (See ‘‘Corpora- 
tions’’) ‘ 
No PAR VALUE STOCK, 9, 20 
Notes, 
discounted, 
consolidated balance sheet, 607 
sold or otherwise transferred, contin- 
gent liability, 352 
long-term, 349 
payable, 345 
classification of, 346, 347 
handling of, under voucher system, 43 
statistics, 584 
receivable, 
balance sheet titles for, 223 
interest on, 223 
losses on, 222 
valuation of, 215, 223 
short-term securities, 370 
NUMBERED ACCOUNTS, 563-570 
advantages, 564 
allotment of numbers, 563 
classification, 564 
general ledger accounts, 568 
main points, 570 
manufacturing plant, 566 
operating expense accounts, 567 
operating revenue accounts, 566 
primary accounts, 567 
combination of mnemonic and Dewey. 
decimal systems, 566 
Dewey decimal system, 564 
advantage of mnemonic over, 565 
mnemonic system, 564 
advantages over Dewey decimal system, 
565 
example of application to a machine, 
565 
symbols, 564 


O 


OBSOLESCENCE, 173 
cause of depreciation, 127 
treatment of, 128 
estimate of depreciation charge due to, 
129 
patents, 320 
under Federal Income Tax of 1916, 130 
‘‘OPEN’’ CORPORATIONS, 2 
OPERATION, 
abnormal machine, 285 


INDEX 


OPERATION—Continued 
asset subject to depreciation a deferred 
charge to, 93 
depreciation a cost of, 157 
load on normal intensity of determining 
depreciation rate, 143 
normal conditions of, determining depre- 
ciation rate, 143 
permanent investments as an aid to, 250 
standards of machine, 285 
statistics, 584 
ORDINARY STOCK, 4 
ORGANIZATION, 
accounting department, 
business, 26 
corporate, 
board of directors, 3 
committees, 3 
officers, 3 
expenses, 14, 18 
treatment of, 330 
ORIGINAL COST, 
factor in calculating depreciation, 150 
OVERHEAD, DEFINITION OF, 50 
Ownersuip (See also ‘‘Stock’’) 
OWNERSHIP, CORPORATE, 
advantages, 3 
“close,” 2 
“fopen,’” 2 
partial, consolidated balance sheet, 6c1 
‘sole,’ 3 


manufacturing 


P 


PARASITES, CAUSE OF DEPRECIATION, 133 
PaRTIAL PAYMENTS, HANDLING OF, UNDER 
VOUCHER SYSTEM, 42 
PARTICIPATING PREFERRED STOCK, 6 
PARTNERSHIP, 
liquidation of, by instalments, 650 
deduction from capital, 651 
illustration of, 653, 654 
suares of deficiency, 652 
valuation of, in a combination and con- 
solidation, 514 
PaR VALUE, 
capital stock, 373 
sale of stock at less than, 11 
stock of no, 9, 20 
PATENTS, 316-324 
and costs of manufacture, 324 
depreciation, 
accounting classification of, 322 
booking, 322 
developed within the plant, 318 
elements of depreciation, 319 
obsolescence, 320 
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supersession, 320 
time lapse, 319 
infringement costs, 32 
monopoly grant, 317 
purchased and not used, 319 
purchase of, 317 
royalties, 323 
sale price of, 324 
service life of, 320 
writing off the value, 321 
PATTERNS, VALUATION OF, 204, 317 
PAYMENTS, 
part, handling of, under voucher system, 
42 
Pay-ROLL, 55 
caecks drawn to oider of treasurer of 
company, 671 
distribution of labor charges, 57 
methods of payment, 56 
safeguarding, 55 
PERCENTAGE, 
variable, methods of calculating depre- 
ciation, 150 
PERPETUAL INVENTORY, 239 
necessity for physical count, 240 
PERSONALTY, DISTINCTION BETWEEN, AND 
REAL PROPERTY, 279 
PETTY CASH, 211 
imprest system, 211 
PLANT, 
assets, grouping and classification of, 1or 
efficiency, depreciation and, 113 
ledger, ror 
Form, 193 
POSTING, SUMMARY TOTALS, 
SYSTEM, 36 
PREFERRED STOCK (See ‘‘Stock’’) 
PREMIUM, 
bond, 343 
amortization of, 269 
entry on books, 365 
nature of, 266 
relation to interest, 367 
schedule showing amortization of, 270 
permanent investments, treatment of, 257 
stock, 14 
creation of surplus, 408 
requirements of Interstate Commerce 
Commission, 13 
treatment of, 378 
PREPAID ITEMS, 
accounting for debit and other items, 256 
danger of overvaluation, 255 
definitions and kinds, 253 
valuation of, 254 
PRICE, 
cost, valuation of stock-in-trade at, 225 


VOUCHER 
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PRicE—Continued 
market, valuation of stock-in-trade at, 
225 
PRIME Cost, 
definition of, 50 
direct and indirect labor, 53 
Taw materials, 52 
PRIVATE BOOKS, 
closing, 501 
content, 589 
operation, 590 
illustration of, 590 
purpose, 589 
PRIVATE CORPORATIONS, 2 
non-stock, 2 
stock, 2 
PROBLEMS, 
branch accounts, 
complex, 529 
foreign branch, 548 
simple, 527 
consolidated balance sheet, 616 
different methods of recording accrued 
items, 252-253 
liquidation by instalments, 653 
realization and liquidation statement, 645 
statement of affairs and deficiency ac- 
count, 635 
PRODUCTION, STATISTICS, 584 
PROFIT AND LOSS SUMMARY, 466-4092 
adjustment of inventories, 490 
closing the records of a corporation for 
the fiscal year, 474 
consolidated balance sheet, 612-615 
content and manner of showing, 489 
correction of closing errors, 476 
cost of goods sold, 
manufacturing concern, 478 
trading concern, 479 
discount on bonds, 474 
dividend declaration, 474 
form, 
account form, 483 
comparative statement of, 488 
examples of two forms of presentation, 
485 
manufacturers and merchants, 487 
non-technical or report form, 484 
standardization of, 477 
interest as a cost of manufacture, 468 
arguments, against, 470-472 
problem of charging on books, 471 
interrelation of, and balance sheet, 466 
periodical adjustments, 467 
profit, method of showing, 482 
profits between departments, 473 
schedules for special need, 492 


INDEX 


selling expense and administrative sched. 
ules, 491 
sinking fund, 475 
statement, 410 
supporting schedules, 480 
terms, 
desirability of uniformity in, 481 
differentiation of, 480 
synonymous, 478 
unrealized profits, 472 
working capital, 475 
ProFits, 387-406 (See also “Profit ar 
loss summary,’’ above) 
anticipation of, undesirable, 227 
asset losses, 
charged against current profits, 396 
charged to capital, 397 
effect of, on future profits, 393 
legal decisions as to, 394 
treated as deferred expense charge, 396 
capital, 405 
margin account, 409 
capitalization of, 
valuation of good-will based on, 335 
corporation, 
directors’ control over, 429 
disposition of, 428 
shareholders’ rights as to, 420 
definition, 
accounting, 390 
economics, 387 
legal, 3890 
determining, 
difficulty of, 387 
double entry, 391 
goods awaiting delivery, 402 
goods made for stock but not sold, 399 
goods made to order, 400 
long-term contracts, 401 
methods of, 391 
single entry, 391 
summary of principles governing, 405 
work in progress, 399 
disposition of, 410 
due to appreciation of assets, 404 
excess, valuation of good-will based on, 335 
intercompany, reserve for, 610 
interdepartment, 404 
method of showing on profit and loss 
summary, 482 
normal, valuation of good-will based on, 
334 
problem a question of valuation, 392 
relation of sinking fund to, 454 
reserves of, secret, 418 
statistics, 584 
unrealized, 472 


INDEX 


PROPERTY, 
payment of dividemds in, 438 
real, 
definition of, 207 
distinction between personalty and, 
279 
stock issued for, 14 
valuation of stock issued for, 380 
PROPORTIONAL METHODS (See ‘‘ Deprecia- 
tion’’) 
PROPRIETORSHIP, RESERVES FOR, 417 
PRO RATA CLAUSE, 574 
PUBLIC CORPORATIONS, I 
quasi-public, 2 
PUBLIC UTILITY CORPORATIONS, 2 
valuation for rate regulation, 82 
PURCHASES, 
branch house, 533 
foreign purchasing agency, 555 
future delivery, contingent liability, 354 
journal, expansion of, 27 
manufacturing business, 26 
returns and allowances, under voucher 
system, 40 
valuation for, 83 
voucher system (See ‘‘ Voucher system’’) 
cash discount, 44 


Q 


QUASI -PUBLIC CORPORATIONS, 2 


RAILROAD STATISTICS, 582 
RATE REGULATION, VALUATION FOR, 82 
RATES, FIRE INSURANCE, 574 
RATES OF DEPRECIATION (See ‘‘ Deprecia- 
tion”’) 
RAW MATERIAL, VALUATION OF, 234 
REAL ESTATE (See “‘ Buildings ’’ and ‘‘Land’’) 
REALIZATION AND LIQUIDATION ACCOUNT, 
639-650 
Forms, 642 
cash account, 643 
evolution of, 640 
handling of valuation reserves, 644 
illustration of, 645 
receiver's cash account, 648 
supporting schedules, 643 
theory underlying, 640 
uses to which statement may be put, 644 
REAL property (See also ‘‘Buildings’’ and 
“Land’”’) 
definition of, 297 
distinction between personalty and, 279 
RECEIPTS AND DISBURSEMENTS (See ‘‘ Psofit 
and loss summary "’) 
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RECEIPTS, CAPITAL, 87 
RECEIVERS, 620-654 y 
accounts, 628 y 
initial statements presented to the 
court in bankruptcy proceedings, 627 
appointment, 620 f 
deficiency account, 633 
Form, 635, 638 
in bankruptcy, 620, 621 
in equity, 421 
accounts of, 623-625 
telative standing of creditors, 630 
reports of, 623-628 
procedure, 622 
realization and liquidation account, 
cash account, 648 
example of balance sheet, 645 
illustration of statement, 646 
realization and liquidation statement, 644 
Forms, 646 
reports, 628 
“charge and discharge’’ form, 626 
initial statements presented to court in 
bankruptcy proceedings, 627 
reports to the court, 625 
comparative balance sheet, 627 
items covered, 626 
statement of affairs, 631 
Forms, 634-638 
basis of valuation, 632 
RECEIVERSHIP, 
method of liquidating, 501, 503 
RECORDS, 
accounting, 
dividends, 442 
machinery and tools, 281 
asset, 192 
bond investments, 267 
distinctive, of corporation, 20 
dividend book, 20 
instalment book, 20 
minute book, 20, 24 
private (See ‘‘ Private books’’) 
register of transfers, 20 
special purposes of cost, 50 
predetermination of selling price, 5© 
stock book, 
Forms, 22, 23 
stock certificate book, 20 
stock ledger, 20, 21 
Form, 21 
stock register, 21 
stock transfer book, 20 
Forms, 22 
subscription book, 20 
subscription ledger, 20 
time-keeping, 54 
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REDEEMABLE PREFERRED STOCK, 6 
REDEMPTION, 
capital stock, 381 
preferred stock, 19, 384 
REFEREE, 
in bankruptcy, liquidating dividends, 630 
REFUNDING, INABILITY TO SECURE CASH 
FOR, 496 
REGISTER, 
accounts payable, 34 
plant, form of, 191 
stock, 21 
transfer, 20 
voucher, 
form of, 34, 35 
posting of summary totals, 36 
proof of distribution, 37 
purchase discount column, 44 
status of when purchase ledger is used, 
46 
RENEWALS, 
definition of, 89, 90 
distinction between, and repairs, 113 
methods of handling, 247 
of parts, treatment of, 91 
recording depreciation on the books, 188 
first method, 188 
second method, 189 
REPAIRS, 
cost of, included in depreciation charge, 
148 
estimates, 149 
definition of, 89, 90 
distinction between, and renewals, 113 
methods of handling, 147 
on second-hand plant, 94 
policy, determining depreciation rate, 
143, 145 
preliminary estimates, 147 
reserve for, 148 
theory of averages, 147 
REPLACEMENTS, 
definition of, 89 
distinction between repairs and renewals, 
ining) 
financing of, 203 
borrowed funds, 203 
increase of capital stock, 203 
profits of the past reserved in the 
business, 203 
method of calculating depreciation, 169 
appraisement of, 183 
Interstate Commerce Commission’s 
instructions, 189 
methods, 188 
recording depreciation on the books, 
188 


Reports, (See also “Statements ”’) 


branch, 
customers’ accounts collected, 541 
examples of, 540 
periodic cash summary, 540 
receivers (See ‘‘ Receivers’’) 
trustees (See ‘‘ Trustee”’) 


REQUISITIONS, STORES, 53 
RESERVES, 410-424 


bad debts, 411 
classification of, 423 
proprietorship reserves, 424 
valuation reserves, 424 
collection costs not under contract, 414 
contingent, 416 
continuity of policy, 421 
covered, 422 
“reserve fund,’’ 422 
deferred income, misuse of term, 417 
depletion, 413 
depreciation, 
accounts, 187 
decreasing, 200 
financing of replacements, 203 
increasing, 200 
index of financial condition, 199 
insufficient charge, 205 
methods of financing replacements, 203 
not based on cost of replacement, 202 
on balance sheet, 199 
relation to efficiency, 201 
relation to expanding plant, 201 
secret, 204 
suspense account, 558 
different meanings of, 411 
distinction between, and accrued items, 
415 
doubtful accounts as a suspense account, 
558 
earmarking of, 420 
for investment fluctuations, 243 
intercompany profits, 610 
market fluctuations in merchandise, 228 
operating, for accrued costs, 413 
estimated sales discounts, 413 
proper allocation of taxes, 413 
proprietorship, 417 
repairs, 148 
sales discounts on the balance sheet, 
415 
secret, 418 
argument against, 419 
argument for, 419 
overvaluation of liabilities, 418 
undervaluation of assets, 418 
sinking fund, treatment of, 463 
under- and over-estimate of, 412 
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KESERVES—Continued 
valuation, 
handling of, realization and liquida- 
tion account, 644 
RETURNS, 
purchase, under voucher system, 40 
REVALUATION, 
periodic, of good-will, 337 
REVENUE EXPENDITURES, 
defined, 87 
distinction between, and capital, 95 
RicurtTs, 
stock, received while stocks are held for 
temporary investment, 244 
terminable or limited, depreciation, 134 
RESIDUAL VALUE, 
factor in calculating depreciation, 150° 
RISKS, UNUSUAL, IN CONNECTION WITH 
ESTIMATE FOR DEPRECIATION AND DE- 
PLETION, 313 
ROYALTIES, PATENTS, 323 


S) 


SALARIES, DIVIDENDS PAID IN FORM OF, 435 
SALES, 
basis of estimate of bad debts, 220 
discounts, 
on the balance sheet, 415 
proper allocation of estimated, 413 
instalment basis, valuation of accounts, 
222 
statistics, 584 
to branch house, 534 
valuation for purpose of, 83 
SALVAGE ACCOUNT, 188 


SCHEDULES, 
for special needs, profit and loss summary, 
492 
selling expense and administration, 491 
' supporting, re 


profit and loss summary, 489 
realization and liquidation account, 643 
use of, as a means of condensing balance 
sheet, 79 
SCRAP, 
machinery, 287 
valuation of, 236 
SCRAP VALUE, - 
factor in calculating depreciation, 150 
ScRIP, PAYMENT OF DIVIDENDS IN, 438 
SEASONING, APPRECIATION DUE TO, 207 
SECRET DEPRECIATION RESERVE, 204 
SECRETS, TRADE, 325 
SELLING EXPENSE, 
schedules, profit and loss summary, 491 
SELLING PRICE (See ‘‘ Market value'’) 
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SERVICE, 
life, estimated, factor in 
depreciation, 150 
SERVICE OUTPUT METHOD, 
calculating depreciation, 156 
appraisement of, 177 
SHARES (See ‘‘Stock’’) 
SINKING FUND, 447-465 
accounting for, 456 
appear only among assets, 456 
balance sheet, 457 
booking the trustees’ report, 460 
entries, 459 
accumulation based on agreement, 451 
bond redemption, 458 
compound interest method of calculating 
depreciation, 
appraisal schedule, 162 
Chart, 162 
formula, 161 
debts, effect of settlement of, 452 
schedule of debit and credit, 452 
definitions, 447 
final disposition of, 462 
mathematical principles on which based, 
449 
method of calculating depreciation, ap. 
praisement of, 181 
origin and use, 448 
policy of investment, 276 
outside securities, 276, 277 
own bonds, 276, 277 
profit and loss summary, 475 
relation between depreciation and, 463 
relation to profits, 454 
treatment of income and expense, 461 
treatment of reserve account, 463 
valuation of, 276 
SOLIDIFICATION, APPRECIATION DUBE TO, 20) 
STAMPS, REMITTED AS CASH, 212 
STANDARDIZATION, DEPRECIATION RATES, 142 
STANDARDS, MACHINE OPERATION, #85 
STATE, 
report to, balance sheet as, 79 
STATEMENT, 
assets and liabilities, 70 
balance sheet, 63, 64 
contingent liabilities, 351 
financial, 70 
of affairs, bankruptcy proceedings, 631 
Forms , 634-638 
profit and loss (See ‘Profit and loss 
summary ”’) 
realization and liquidation (See ‘‘Realiza 
tion and liquidation account”’) 
resources and liabilities, 70 
surplus, 425 


calculating 


792 INDEX 


STATISTICS, 581-589 
application of, 584 
graphs, 
advantages, 586 
principles of construction, 587 
use of, in presentation, 585 
manufacturing, 583 
mercantile, 583 
railroad, 582 
classification, 582 
operating details, 582 
results of operation, 582 
value of, 581 
STOCK, 372-386 
accounting for, 13 
bonus stock, 16 
discount, 13 
forfeited stock, 19 
no par value, 20 
premium, 14 
property exchanged for, 14 
redemption of preferred stock, 19 
treasury stock donated, 15 
treasury stock purchased, 18 
assessment, creation of a margin, 409 
bonus, 13, 16 
capital and treasury stock on the balance 
sheet, 383 
. capitalization, 
cost, 376 
earning capacity, 375 
increase in book, 375 
capital, showing of, on consolidated 
balance sheet, 611 
certificate book, 20 
certificate of, 9, 10 
common, 4 
no par value, 9 
debenture, 4, 8 
discount on, 13 
dividend book, 20 
dividends in, 382, '439 
effect of, 382 
estate accounting, 440 
donated, 11 
creation of surplus, 408 
exchanged for property, 14 
ex-dividend, 442 
forfeited, 12, 19 
founders’ 4, 7 
fully paid and non-assessable, 11 
guaranteed, 4, 7 
instalment book, 20 
issued as a bonus, 383 
issue of, bonds versus, 362 
kinds of, 372 
law and issues of, 377 


ledger, 20 
Form, 21 
no par value, 9, 20 
not fully paid, contingent liability, 354 
ordinary, 4 
preferred, 4, 5 
accumulated dividends on, contingent 
liability, 355 
convertible, 6 
covered by redemption contract, 384 
cumulative, 5 
non-cumulative, 5 
non-participating, 6 
participating, 6 
redeemable, 6 
redemption of, 19 
premium, 14 
creation of surplus, 408 
property purchases, 14 
records, stock book, 22, 23 
redemption and reduction of capital 
stock, 381 
at book value, 381 
surplus adjustment, 381 
register, 20, 21 
tights, received while stocks are held for 
purposes of temporary investments, 244 
sale of, at less than par, TI 
sinking fund, 448 
subscription book, 20 
subscription ledger, 20 
transfer book, 20 
Form, 22 
treasury, 10, 247 
balance sheet, 383 
bonus, 16 
donated, 11, 15 
purchased, 18 
valuation of, 380 
unissued, 
distinction between treasury stock and, 
II 
valuation of, 246 
used to pay organization expense, 14- 
valuation, 
balance sheet, 374 
book value, 373 
dependent upon earning capacity 374 
market, 373 
of property, II 
par, 373 
problems of, 372 
teal, 373 
treasury stock, 380 
treatment of discount or premium, 37§ 
when issued for property, 380 
watered, 10 
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STocK CORPORATIONS (See ‘‘ Corporations "’) SUBSCRIPTION, 
STOCKHOLDERS, book, 20 


balance sheet as formal report to, 79 
depreciation policy and, 209 
tights as to profits, 429 
rights to dividends, 431 
status of, in liquidation, 504 
STOCK-IN-TRADE, 225-240 
anticipation of profits or losses undesir- 
able, 227 
balance sheet, 227 
brokerage firms, 
valuation of stocks and bonds held, 245 
definition and scope of term, 225 
depreciation, 119, 229 
deterioration, 229 
distribution of costs over, 231 
fluctuations in market price, 228 
reserve for, 228 
full costs of, 230 
cash discount 230 
drayage, 230 
duty, 230 
freight, 230 
insurance, 230 
interest on money invested, 231 
seasoning, 230 
warehouse charges, 230 
inyentory-taking, 237 
methods, 238 
perpetual, 239 
rules, 238 
land as, 310 
method of treatment, 228 
objections to valuation at less than cost, 
226 
pricing of the inventory, 232 
weighted average, 232 
valuation of, consolidated balance sheet, 
607 
valuation of, cost or market price, 225 
summary arguments, 228 
valuation of manufacturing inventory, 
233, 234 
finished goods, 233 
goods in process, 234 
raw materials, 234 
scrap, 236 


STORES DEPARTMENT, 


accounting for materials, 52 
ledger, 53 
Tequisitions, 53 


STRAIGHT LINE METHOD, 


calculating depreciation, 152 
appraisement of, 175 
formula, 152 
graphic chart, 153 


ledger, 20 
tights, received while stocks are held foz 
temporary investment, 244 
SUBSIDIARIES, 
advances to, 
by holding company, 262 
rules for valuation, 263 
permanent investments in, by holding 
company, 261 
SUBSIDIARY RECORDS, RECORDING DEPRE- 
CIATION ON THE BOOKS, 190 
SUPERSESSION, PATENTS, 320 
SUPPLIES, FACTORY COSTS, 51 
SURETY BOND, 
signature to, contingent liability, 355 
SURPLUS, 407-410 
account, legitimate use of, 424 
adjustment of, through redemption or 
reduction of capital stock, 381 
definition, 407 
disposition of profits, 410 
margin, 407 
capital profits and bonuses, 400 
capital stock premiums, 408 
creation of, 408 
stock assessments, 400 
stock donation, 408 
showing on consolidated balance sheet, 
611 
statement of, 425 
SUSPENSE ACCOUNTS, 556-563 
accounts receivable hypothecated, 560 
definition, 556 
general purposes, 556 
reserve for depreciation, 558 
reserve for doubtful accounts, 558 
use of suspense ledger, 559 
SYMBOL SYSTEM APPLIED TO ACCOUNTS (See 
‘Numbered accounts’’) 
SYMBOLS, USED IN CALCULATING DEPRBCJA- 
TION, I51 


T 


TAXATION, VALUATION FOR, 83 
TAXES, PROPER ALLOCATION OF, 413 
TIME, 
idle, factor in depreciation, 139 
units of, 139 
TIME CARDS, ANALYSIS OF, 57 
TIME-KEEPING, 
records, cards, 54 
Toots (See ‘‘Equipment’’) 
TRADE DEBTORS, 
accounts receivable, 216 
discounts and collection costs, 22] 
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TRADE-MARKS, 326 
valuation of, 326 
TRADE SECRETS, 325 
TRADING CORPORATIONS, 2 
TRANSFER BOOK, STOCK, 20 
Forms, 22 
TRANSFERS, REGISTER OF, 20 
TREASURY sTOCcK (See ‘‘Stock”’) 
TRIAL BALANCE, 
conversion of, foreign branch, 
example of, 548, 549 
relation between balance sheet and, 62, 77 
tested as to equality of debits and credits, 
695 
TRUSTEE, 620-654 
accounts, 628 
bankruptcy, 502 
deficiency account, 633 
Form, 635, 638 
disposing of bankrupts’ property, 629 
liquidating dividends, 629 
declaration of, in hands of referee, 630 
realization and liquidation account, 639- 
650 
Forms, 642 
cash, 643 
evolution of. 640 
handling of valuation reserves, 644 
illustration of, 646 
supporting schedules, 643 
theory underlying, 640 
uses to which statement may be put, 
644 
records, 629 
relative standing of creditors, 630 
zeports, 628 
sinking fund, booking report, 460 
statement of affairs, 631 
basis of valuation, 632 
Forms, 634-638 
‘TURNOVER, STATISTICS, 584 
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UNEARNED INCREMENT, 209 
UNISSUED STOCK, VALUATION OF, 246 
UNIT, 
cost method, calculating depreciation, 
161, 167-1609, 182 
efficiency, I14 
product, 139 
time, 139 
UTILITY, PUBLIC CORPORATIONS, 2 
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VALUATION ACCOUNTS, SHOWING ON THE 
BALANCE SHEET, 77 


INDEX 


VALUATION, PRINCIPLES OF, 81-93 

accounts receivable, 215 

accrued items, 250 

advances to subsidiaries, 263 

asset subject ta depreciation, a deferred 
charge to operations, 93 

authorization for booking capital expen- 
ditures, 94 

balance sheet concerned with, and con- 
tent, rather than form, 97 

balance sheet, content of, 81 
contingent assets, 81 
contingent liabilities, 81 

buildings, 300 . 

capital stock, 372-386 

carriers and containers, 203 

cash, 210-214 

combinations and consolidations, 512 

cost-cutting changes, 92 

cost value usual basis, 86 

definition, 
capital and reyenue expenditure, 87 
maintenance, 89 
renewals, 89 
replacement, 89 

delivery equipment, 292 

depreciation, 99, Iot 

depreciation and fluctuations in market 
value, 116, L17 

estimates, 97 

fire loss adjustments, 83 

franchises, 328 

furniture and equipment, 291 

going concern, 83 

good-will, 333-338 

home-made machinery and tools, 289 

inventory, 232, 233 

kinds of value, 84 

land, 303 
investments, 307 

liability items, 97 

liquidation, 83 

machinery, 287 

main groups of asset items, 05 
current assets, 96 
deferred charges to operation, 96 
fixed assets, 96 

mercantile credits, 215-224 

necessary to read the balance sheet, 6 

notes receivable, 215 

organization expenses, 88 

over- and under-valuation, 97 

patents, 317 

patterns, molds, etc., 294 

permanent investments, 259 

present value of property, 86 

profits, 392 


VARIABLE 


INDEX 795 


VALUATION, PRINCIPLES OF —Conlinued 


purchase, 83 

rate regulation, 82 

Tepairs on second-hand plant, 04 

sale, 83 

sinking funds, 276 

source of data as to value, 85 

stock-in-trade, 225-240 

taxation, 83 

temporary investments; accrued and 
deferred items, 241-257 

treatment of renewal of parts, of 


VALUE, d 


cost, 85, 86 
kinds of, 84 
market, 85 
depreciation and fluctuations in, 116, 
117 
no par, stock of, 20 
‘*normal”’ or ‘‘average,’’ 109 
par and no par, of stock, 9 
present, 86 
source of data as to, 85 
PERCENTAGE METHODS’ (See 
‘‘ Depreciation ’’) 


VOLUNTARY DISSOLUTION, 501 


liquidation under, 503 
VOUCHER SYSTEM, 26-48 
‘‘Accounts Payable Register,’’ 34 
advantages, summary of, 47 
canceled checks, 32 
cash discount on purchases, 44 
adjustment of difference between dis- 
count columns in voucher register and 
cash book, at the close of fiscal 
period, 45 
customary method, 46 
supplementary voucher, 45 
checks, given a new series of numbers to 
facilitate reconciliation with bank 
account, 37 
control of vouchers payable, 39 
definition, 28 
description of, 28 
development of, 27 
disadvantages, summary of, 48 
distribution of charges, 31 
distribution of vouchers, 34 
effect on cash book and bank account, 
i7/ 
expansion of the purchase journal, 27 
form of voucher register, 34 
index of creditors, 38 
introduction of, 39 
journal vouchers, 592-596 
Forms, 592, 593 
content, 59 


index, 504 
Forms, 594, 505 
method of use, 503 i 
methods of authorizing journal entries, 
596 
need for, 592 
modifications, 46 
house vouchers, 47 
purchase ledger sometimes used, 46 
notes payable, handling of, 43 
operation, 31 
summary of, 47 
organization of an accounting depart- 
ment of a manufacturing business, 26 
partial payments, 42 
payment of vouchers, 37 
purchase returns and allowances, 40 
purchasing for the manufacturing busi- 
ness, 26 
register, 
posting of summary totals, 36 
proof of distribution, 37 
purchase discount column, 44 
status of, when purchase ledger is used, 
46 
voucher check, 32 
distribution of charges, 32 
folded, 32 
Forms, 33 
single, 32 
Forms, 34 
voucher forms, 29, 30 
voucher register, 34 
Forms, 35 


Ww 


WAGES, ACCRUED, 57 
WAREHOUSE CHARGES, COST OF STOCK-IN- 


TRADE, 230 


WASTING ASSETS (See also ‘‘ Depletion"’) 


application of income tax to, 312 

basis of depletion charge, 312 

characteristics, 311 

definition, 311 

depreciation on buildings and machinery 
(ig Byes 

dividends may include return of capital, 
311 

effect on different kinds of business, 118 

leaseholds, 314, 315 

unusual risks, 313 

water rights, 313 


WATERED STOCK, 10 
WATER POLLUTION, CAUSE OF DBPRECIA: 


TION, 133 
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WATER RIGHTS, WORKING HOURS METHOD, 
acquired along with a wasting asset, calculating depreciation, 153 
313 Chart, 155 
WORKING CAPITAL, PROFIT AND LOSS SUM- appraisement of, 176 


MARY, 475 WORKMEN'S DWELLINGS, 599 
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